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Letter to the shareholders

Scott A. Carmilani
President & Chief Executive Officer

[ am proud to report that the past year was
one of unprecedented results, impressive
firsts and many successes for Allied World.
We posted record results in 2006, which was
our best year since inception in 2001, and
we also reached some significant milestones.
Together our results and accomplishments
have produced greater financial strength,
increased security and resulted in a
well-established global platform. These
characteristics have and should continue

to create value for our clients, employees
and shareholders.

In 2006, our gross premiums written were
$1.66 billion, up over 6% from 2005.

Our book value per share grew over 30%

for the year and our capital base increased

by 40% to $2.7 billion. Qur three operating
segments performed extremely well during the
year, benefiting from benign catastrophe activity,
and each segment reported favorable combined
ratios. Our U.S. operating platform continued
to gain traction and reported 25% gross
premium growth over prior-year levels,

and our European operations generated almost

$300 million of gross premiums in 2006.

We successfully completed our initial public
offering in July 2006, raising approximately
$316 million in net proceeds. Becoming a public
company was an accomplishment that improved
our market profile and financial flexibility.
Subsequent to our 1PO, our A (excellent)
financial strength rating from A.M. Best was

affirmed with a stable outlook, and we were




assigned financial strength ratings of A2 (good)
from Moody's Investors Seevice for our U.S. and
Bermuda insurance operations and A- (strong)

from Standard & Poar’s.

We continue to seek out and act upon
opportunities that will assist us in growing

our U.S and European platforms in areas where
we believe we can generate attractive returns,

In December, we opened a Box at Lloyd’s of
London to complement our overall business
development strategy and serve as an additional
distribution outlet in the Europcan market.

We have also begun to develop a U.S. programs
initiative, and are actively pursuing partnerships
with qualificd program administrators to offer
excess and surplus lines professional liability,

general liability and property program business.

We accomplished several goals that demonstrate
our independence and self-sufficiency as a
public company. A number of independent
members were appointed to our Board of
Directors throughout the year. By the end

of the year, we completed the transition away
trom support services provided by our largest
shareholder, American International Group, Inc.,
which included developing our own global [T
infrastructure. We also conducted an internal
and external brand evaluation, which resulted
in creating a new “look and feel” specific to
Allied World. We believe our new visual
clements will better communicate our dynamic
company culture, and enhance both our
visibility and credibility in the marketplace

moving forward.

Lastly, in November 2006, we moved into our
new global corporate headquarters in Bermuda -
a seven-story facility that was built specifically
for Allied World. Our headquarters now house
all of our 161 Bermuda-based employees who
were previously spread out in four separate
locations. Having our employees in one location
will foster better internal communication and
client services. We also settied into new office
space in San Francisco, Chicago and Boston,
and doubled our office space in New York to

better facilitate our expanding U.S. platform.

When I look back over the past five years, I'm
extremely proud of our progress. We've grown
from four to over 270 cmployees worldwide;
we've grown from one office in Bermuda to
seven around the world; we've achieved public-
company status; we've nearly doubled our capital
base from $1.5 billion in 2001 to $2.7 billion

in 2006; and finally, we've more than quadrupled
our invested assct base, which is now approaching
$6 billion.

As we enter into our sixth year of operations
and our second generation of development,

[ want to express my deepest gratitude to our
clients, employees and sharcholders. [t is because
of you that we have gotten to where we are today.
We look forward to working with you for

continued success ahead.

= S

Scott A. Carmilani
President & Chief Execuative Officer
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A celebration

In addition to providing the details of our
financial results for 2006, this annual report
is a celebration. A celebration of growth
and ongoing success. Of benchmarks met
and surpassed. And of our journey over
the past five years.

As the pages that follow demonstrate, Allied World continues
to be committed to providing the very best insurance and
retnsurance products and services and to delivering them with
the utmost in client service and support.

Please join us in celebrating our achievements. We look forward

to continuing success in all of our endeavours in the years to come.
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Taking our success public

0,120,000 common shares offered. $34.00
per share. $315.8 million in net proceeds.
These are the figures that characterize
Allicd World’s initial public offering. Our
shares began trading on the New York
Stock Exchange on July 12, 2006 under
the ticker symbol “AWH”. Going public
gave us the ability to take advantage of
market opportunities and, in conjunction
with a $500 million senior notes offering,
helped us raise the capital necessary to
remain competitive in an increasingly

compctitive marketplace.

Becoming a public company also provided
Allied World with a number of additional
noteworthy benefits. Prior to our 1PO,

Allied World was one of a few private companies
among its competitors that began operations
in 2001. Going public enhanced both our
financial flexibility and market profile, and
provided the additional resources that will
help us build out our underwriting platforms,
enhance distribution relationships and

expand our global presence.

Subsequent to our 1PO, A.M. Best affirmed

our A (excellent) financial strength rating.

In addition, Moody’s Investors Service assigned
us an A2 (good) rating for our U.S. and Bermuda
operations, and Standard & Poor's assigned

us an A- {strong) rating, all of which were

received well by vur brokers and clients.

Listing as a public company also had a
tremendous positive effect on Allied World’s

employees and the organization at large.

Because it increases our visibility and bolsters
our reputation, our 1PQ proved to be a
significant motivator for our staff members
as we achieved yet another benchmark in
confirming our strong position in the

imsurance and reinsurance industry.
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Financial highlights

From a financial perspective, 2006 was an
excellent vear for Allied World. The company
posted record results in terms of net income

and return on cquity.

Highlights from the past vear include:

Allied World produced net income of $442.8 million or
87.75 per diluted share. Our book value per share
growlh was over 30%.

The company’s total capital base is now in excess
of $2.7 billion - up 40% from 2005 - and includes
the proceeds of our IPQ in July 2006 and the
subsequent issuance of $500 million in senior notes.

Allicd World generated $1.66 billion of gross premiums
for 2006, representing 6% growth over 2005.

Qur underwriting segments reported excellent results,
including a consolidated combined ratio for the full
year of 78.8%. These results include $111 million of

pusitive reserve development.

Net investmment income for 2006 was $244.4 million,

a 36.8% increase over the prior year. Our aggregate
invested asset base grew to over $5.9 billion, including
the $315.8 million in net proceeds from our IPO.

Cash flow from operations for 2006 was $792 million,
up from 8733 million last year.




2006 2005 2004
Gross premiums written $1,659.0 % 15603 $ 1,708.0
Net premiums written 1,306.6 1,222.0 1372.7
Net premiums earned 1,252.0 1,271.5 13255
Net investment income 244 .4 1786 129.0
Net income {loss) 442.8 _(159.8} 197.2
Total assets 7,620.6 66105 5.072.2
Total shareholders’ equity 2,220.1 1,420.3 21385
Cash flows from operating activities 791.6 7328 1,071.2
Per Share Amounts
Basic earnings per share $ 8.09 3 (3.19) $ 3.93
earnings per share 7.75 {3.19} 3.83
Book value 36.82 28.31 42.63
Financizl Ratios
Investment book yield 4.5% 3.9% 35%
Loss and loss expense ratio 39.0 105.7 76:2
Expenseratio 1.8 87 19.4
Combined ratio 78.8 124.4 95.9
Capitalization
Senior notes / long-term debt $ 498.6 % 5000 $ —
Total shareholders’ equity 2,220.1 1.420.3 2,138.5
Total capital 2,718.7 1,920.3 2,138.5
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Overview of operations

With operations in Bermuda, the United
States, Ireland and the United Kingdom,

Allied World is a specialty insurance and
reinsurance company that underwrites

a global, diversified portfolio of property
and casualty insurance and reinsurance

lines of business.

4 ™
GPW by Segment
37.5%
34.5%
28.0% Property
O Casualty
. Reinsurance
- S/

31 66 billion gross premiums written

Since the company’s founding in 2001,

Allied World has focused primarily on the
direct insurance markets, offering clients and
producers meaningtul capacity in bath the
direct property and casualty markets. Qur
experienced team of skilled underwriters plays
an important role in enabling us to have
greater control over the risks we assume and

the volatility of the losses we incur.

For the year ended December 31, 2006, direct
property insurance, direct casualty insurance and
reinsurance accounted for approximately 28.0%,
37.5% and 34.5% respectively, of our total gross

premiums written of $1,659 million,

Our financial strength s a significant competitive
advantage in attracting and retaining clients

in current and future underwriting cyvcles.

The company has an A financial strength rating
from A.M. Best, an A2 from Moody's Investors
Service for its ULS. and Bermuda operations and

an A- from Standard & Poor’s.
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cups of coffee per day

Over the past 5 years our growth required
drinking a lot of coffee.
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Overview of operations

Operations in Bermuda Qur property segment focuses on the insurance

of primary risk layers, which means that we are

I'he focus of Allied World’s Bermuda operations typically part of the first group of insurers that

is primarily on underwriting risks for . ..
P d & cover a loss up to a specified limit,

U.S.-domiciled Fortune 1000 companies and
other large clients with complex insurance We also offer a number of general casualty,

needs. The Bermuda office is also responsible professional liability and healthcare products

for establishing the company’s underwriting to large organizations around the world. Our

guidelines and operating procedures. . - oo o
casualty segimrent focuses on insurance of excess
layers — the second and/or subsequent layers

'he property segment of our Bermuda of 1 policy above the primary layer.

operations includes the insurance of physical
property and business interruption coverage ) . .
’ The company’s general casualty insurance covers

Fo ‘rcial property and energy-related c . . _ .
for commercial property and energy-re complex risks in a variety of industries, including

risks. Examples of our property clients . .
A property chemicals, construction, consumer products,

include retail chains, real estate companies, . .
energy, manufacturing, medical and healthcare,

manufacturers, hotels and casinos and .
) ’ ) real estate and transportation. We also offer

municipalitics. The company’s energy the following professional liability products:

underwriting focuses on a range of industries .
& arang ’ directors” and officers” (D&O), employment

including oil and gas, power generation including practices liability (EPL), errors & omissions

utilities, mining, steel, aluminum and molten . - .
! & * e (E&Q) and fiduciary. In addition, we provide

rlass, pulp and T, P emical and . s
gass, puip paper, petrochemical and healthcare professional liability coverage to large

chemical manufacturing. . o
B & hospital systems, managed care organizations

and miscellancous medical facilities including

home care providers, specialized surgery and

( ™ rehabilitation centers, and blood banks.
16.8%

1L7% Bermuda GPW
L.8% by Product

Allied World’s reinsurance seement includes
g

y
7.0% 11.6%

the reinsurance of property, general casualty,
7 2.5% professional liability, specialty lines and property
1A% catastrophe coverages written by other insurance

companies. We presently write reinsurance on

13.3%

both a treaty and a facultative basis, targeting

@ General & Praduct Liability O Professional Liability R/l

@ Professional Liabilty C General Casuaty R/I several niche reinsurance markets including

O Healtheare Liabilizy @ international R/l professional liability lines, specialty casualty,

QO General Property 1 Praperty R/l property for U.S. regional insurers, accident

@ Propery Erergy O Facultative Casualty R/I J and health and some marine and aviation lines.

$1.2 billion gross premiums written
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Overview of operations

Operations in the United States

In the United States, our platform complements
our Bermuda operations, and focuses on the
middle-market and non-Fortune 1000 companies.
Allied World generally operates in the excess and
surplus lines segment of the U.S. market. Qur U.S.
distribution platform concentrates primarily

on direct casualty and property insurance, with
a particular emphasis on professional liability,
excess casualty risks and commercial property
insurance. We have also begun to develop a

LLS. programs initiative, and are actively
pursuing partnerships with qualified program
administrators to offer additional excess and

surplus lines of business.

e ™
31% U.5. GPW by Product

$509% 28.8%

3309

O General & Product Liability
O Professional Liability

( ) Healthcare Liability

. General Property

#172.4 million gross premiums written

o v

The company's ULS. property segment provides
coverage for a wide range of industries, including
haotels and casinos, manufacturing, real estate
companies, retail chaing and municipalities.
Our casualty scgment focuses on general casualty
insurance for industries such as construction,
consumer products, energy, manufacturing,
real estate and medical and healtheare products.
We also offer professional liahility products,
including D&O, EPL, E&O and fiduciary.

In addition, clients such as large hospital systems,
managed care organizations and miscellaneous
medical facilities including home care providers,
specialized surgery and rehabilitation centers,
and blood banks can take advantage of our

healthcare professional liability coverage.




QOperations in Europe

Allied World’s European operations specialize
in direct property and casualty insurance for
large European and international companies.
These operations continue to be an important
part of our strategy as we capitalize on
opportunities in European countries where policy
terms and conditions are attractive, and where we
can develop a strong local underwriting presence.
We also recently opened a Box at Lloyd’s of
London to complement our European strategy,
which serves as an additional distribution outlet

in the Furopean market.

r ™

Europe GPW by Product
17.6%

40.9%
@ General & Product Liability
O Professional Liability

O General Property

O Property Energy
\ /

3278.5 million gross premiums watien

Qur property segment in Europe focuses on
the insurance of physical property and business
interruption coverage for commercial property —
such as manufacturers and municipalities, retail
chains and hotels, and real estate companics —
and energy-related risks in industries like
mining, oil and gas, power generation and

pulp and paper.

The casualty segment of our European operations
focuses on general and product liability, as well
as professional liability. As a result, we cover

a wide range of complex risks in a variety of
industries — from chemical, construction and
consumer products to energy, manufacturing,
real estate and transportation, In addition,

we offer professional liability coverage that
includes D&O, E&(O, EPL and fiduciary.

15
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Market conditions

Throughout 2006, Allied World sought to Our European operations continued to expand,
capitalize on the opportunities that arose reflected by our increased policy count,

in North America following the 2005 expansion of territories in which we write
hurricane season. The increased capital in business and strengthened market presence
the market resulted in increased competition and influence. Our goal is 10 maintain this
across most segments and lines of business. approach against the backdrop of existing
During this time, we have strived to maintain market conditions:

our underwriting discipline through the +  The markets outside of the ULS. became more

market conditions that characterized the competitive as insurers looked to increase their share
past year: of business in non-catastrophe prone areas in order to

) i better balance their catastrophe exposure in the US.
*n the property segment, despite some fluctuations

throughout the year, at the end of 2006 pricing +  There was a decrease in the number of apportunities
was stable for catastrophe-exposed risks, However, coming oul of Europe into the London insurance
expanded capacity in the marketplace made for market due 1o the available capacity in local markets.

increased competition. )
* Over the past few years, there has been constant

D the casualty segment, the industry experienced less downward pressure on prices across most lines of
volatile pricing. Although the year ended with rates property and casualty business. However, this has
declining, returns remained attractive. not yef resulted in an erosion of policy terms

) and conditions,
o the reinsurance segment, the property market

continued to harden in the US. After a relatively stable
year, professional liability and general casualty
Jinished 2006 with minor concessions on policy terms

and conditions.




Capital management & investments

Managing capital

We seek to manage our capital to optimize
the most attractive returns for our sharcholders
while maintaining adequate levels of capital
to support our desired financial ratings. Our
capital base has increased from our initial
capitalization of $1.5 billion in 2001 to $2.7
billion in 2006. This change recognizes the
$315.8 million net proceeds from our IPO

as well as the issuance of $500 million in
senior notes, Factoring all this in, the company
has generated 12.8% compounded growth

in our capital base since inception,

—

Capital Base
Annualized Compound Growth: 12.8%

O Common Equity
(© New Common Equity

@ Senioc Notes/Long-Term Debt

3000
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Our investments

Qur underwriting operations are supported

by a diversified, highly-rated, fixed income
investment portfolio. Allied World has adopted
a conservative investment posture with the main
abjectives of preserving capital and generating

a consistent stream of investment income.

Qur current investaient portfolio consists
of almast $6 billion in invested assets and
99% of our fixed income portfolio consists
of investment grade securities. Qur book yield
for 2006 was 4.5% and the average investment

duration was 2.8 years.

Investment Portfolio
as of December 31, 2006

9%

(O Asset-backed secunties
) Global high-yield bond fund
O Hedge funds

{0 Mortgage-backed securities @ Cash& cash equivalents )

@ US govt and agencies
5 MNon-U.s. govt. securities

. Corporate securities

A
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Who we are

Since our inception in 2001, Allied World
has experienced tremendous growth.
We've expanded from a staff of four to more
than 270 employees worldwide. Instead of
just one office in Bermuda, the company
now operates out of seven offices around
the globe. And we've increased our net
income from $127.6 million in 2002

to $442.8 million in 2006.

One of the constants throughout this growth
has been the quality of Allied World’s people.
Our employees have been at the core of the
excellent reputation the company has achieved
in the industry. They've become one of our key
strengths in the competitive insurance and
reinsurance industry and they are at the very

heart of our successes.

We remain committed to the personal and
professional developmient of all our employees.
That's part of the impetus behind the company’s
open-door policy that encourages an entreprencurial
and collegial atmosphere where emplovees can

share ideas, learn and thrive.

That commitment was further highlighted
through our brand evaluation we completed
toward the end of 2006. By evaluning and
rethinking how we present our company

to the outside world, we've succeeded in
strengthening our brand both internally and
externally. As a result, we've created a new
logo and visual clements that maore eifectively
represent us as a global company and better
convey the true strengths of our people, our

capital and our brand.
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The outlook for our future

As a maturing company with a diversified, global
platform firmly in place, we believe our prospects
for the future are exceptional, We've developed

a solid foundation which, when combined with
our strong balance sheet and conservative
investment portfolio, provides an excellem
opportunity to launch the next stage of our
success. With a solid financial base and an
experienced and cohesive team, we believe we are
well positioned to continue to deliver value to

our sharcholders through 2007 and beyond.
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Directors and officers
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SHAREHOLDER INFORMATION

Stock Listing
A
the New York stock Exchange under the
symbol “AWH!

ied World’s common steck is traded on

As required under the rules of the NYSE,
readers are advised tha the certificationy
required under Section 302 of the Sarbanes-
ey Act of 2002 are nol included in this
feport but instead are included as exhibits
o our Annual Report on Form H-K for
the vear ended December 31, X6,

Annual General Mecting of
Sharcholders

Tuesday, May 8, 2007 = 1040 a.m. {local time)
27 Richmond Road

Pembroke 1IMOR, Bermuda

Investor Relations

Keith I. Lennoex

Allicd World Assurance Company Holdings, Ld
199 Water Street, Toth Floor

Naw York, NY 10038

(212} 635-3300

keith lennox@aswac.com

The company wili furnish, without charge

to any shareholder, a copy of the company’s
Anmnual Report on Form 10-K for the year
ended December 31, 2000, liled with the SEC
A copy of such report may be obtained
dpon written request to the company at

27 Richmond Koad, Fembroke HA 05,
Bermuda, Arrention: Wesley I Dupont,

Secretary. Each such request must inchude

a representation that, as of March 12, 2007,

the person making the request was a bene
vwnet of commen shares entitled to vore

at the Annual General Meeting, The Annual
Report on Form 10-K, and all of the company’s
filings with the SEC,
vur website at www.awac.com under the

an he accessed thraugh

SEC Filings” link located in the section entitled
“Investor Relations.” As permitted by the 51
rules, the company will net furnish any exhibils
v its Annual Report on Form 10-K without
charge, but will provide with such reportalisi
at such exbibits ad information abeur s

charges for providing them.

Visit the Allied Wurld corporate website at
WHWLAWACCOm

Transfer Agent and Registrar
Continental Stock Trust

& Transfer Company

17 Battery Place

New York, NY 10004

{2121 309-a000

wiwwcontinentalstock.com




UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-K
(Mark One}

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2006
OR

a TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number: 001-32938

ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

{Exact Name of Registrant as Specified in Iis Charter)

Bermuda 98-0481737
{State or Other Jurisdiction of (LR.S. Employer
Icorporation or Organization) Identification No.)

27 Richmond Road, Pembroke HM 08, Bermuda
(Address of Principal Executive Offices and Zip Code)

(441) 278-5400
(Registrant’s Telephone Number, Including Area Code)

Securities registered pursuant to Section 12(b) of the Act:
Title of Each Class Name of Each Exchange on Which Registered

Common Shares, par value $0.03 per share New York Stock Exchange, Inc.
Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act. Yes No

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15{d) of the
Act. Yes O No

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and
{2) has been subject to such filing requirements for the past 90 days.  Yes No O

Indicate by check mark if disclosure of delinqueant filers pursuant to Ttem 405 of Regulation S-K is not contained herein, and will not
be contained. 1o the best of the registrant’s knowledge, in the definitive proxy or information statements incorporated by reference in
Part Il of this Form 10-K or any amendment to this Form 10-K.

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer or a non-accelerated filer. See
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PART 1

References in this Annual Report on Form [0-K to the terms “we,” “us,” “our” “our company,” "the
company” orother similar terms mean the consolidated operations of Allied World Assurance Company Holdings,
Ltd and our consolidated subsidiaries, unless the context requires otherwise. References in this Form 10-K to § are

tor the lawful currency of the United States.

Item 1. Business.
General Overview

We are a Bermuda-based specialty insurance and reinsurance company that underwrites a diversified portfolio
of property and casualty insurance and reinsurance lines of business. We write direct property and casualty
insurance as well as reinsurance through our operations in Bermuda, the United States, Ireland and the
United Kingdom. For the year ended December 31, 2006, direct property insurance, direct casualty insurance
and reinsurance accounted for approximately 28.0%, 37.5% and 34.5%, respectively, of our total gross premiums
written of $1,659.0 million.

We were formed in November 2001 by a group of investors, including American International Group, Inc.
(*AlG™), The Chubb Corporation (“Chubb’™), certain affiliates of The Goldman Sachs Group, Ine. (the “Goldman
Sachs Funds™) and Securitas Allied Holdings, Ltd. (the “*Securitas Capital Fund™). an affiliate of Swiss Reinsurance
Cempany (“Swiss Re™), to respond to a global reduction in insurance industry capital and a disruption in available
insurance and reinsurance coverage. Since our formation, we have focused predominantly on the direct insurance
markets. We offer our clients and producers significant capacity in both the direct property and casualty insurance
markets as well as the reinsurance market. We believe that our focus on direct insurance and our experienced team
of skilled underwriters allow us to have greater control over the risks that we assume and the volatility of our losses
incurred, and as a result, ultimately our profitability.

Since 2001, we have been able to achieve significant success in the development of our business. Some of our
accomplishments include the following:

» building our business from a startup in 2001 to an enterprise with $1,659.0 million of gross premiums written
and $442.8 million of net income for the year ended December 31, 2006;

* recruiting a highly experienced management team, and building a statf of approximately 280 full-time
cmployees worldwide as of February 28, 2007, including 85 underwriters;

* developing o substantial client base around the world;

= establishing insurance subsidiaries in Bermuda, Ireland and the United States:

+ licensing a reinsurance subsidiary in Treland and a branch office thereof in the United Kingdom;

» growing our U.S. operations, with offices in Boston, Chicago, New York and San Francisco;

* opening a Box at Lloyd’s of London to further complement our business development strategy in Europe;

+ transitioning away from our founding shareholders and providing our own technological infrastructure and
admintstrative services;

» successfully completing our initial public offering of common shares in July 2006 {our “IP(’") and obtaining
a New York Stock Exchange listing;

* successfully raising approximately $500.0 million in July 2006 through the issuance of our 7.50% senior
notes due 2016;

» growing our investment portfolio to approximately $6.0 billion of aggregate invested assets as of Decem-
ber 31, 2006; and

» implementing a comprehensive branding and marketing strategy to reflect and communicate our company’s
accomplishments, culture and maturing brand.




As of December 31, 2006, we had $7,620.6 million of total assets and $2,220.1 million of shareholders” equity.
We believe our financial strength represents a significant competitive advantage in attracting and retaining clients in
current and future underwriting cycles. Our principal insurance subsidiary, Allied World Assurance Company, Ltd,
and our other principal operating insurance subsidiaries currently have “A” (Excellent; 3" of 16 categories)
financial strength ratings from A.M. Best and A- financial strength ratings from Standard & Poor’s (Strong; 7% of
21 rating categories). Allied World Assurance Company, Ltd and our U.S. operating insurance subsidiaries are rated
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A2 by Moody’s Investors Service, Inc, (“Moody’s™) (Good; 6th of 21 rating categories).

Our Operations
We cperate in three geographic markets: Bermuda, Europe and the United States.

Our Bermuda insurance operations focus primarily on underwriting risks for U.S.-domiciled Fortune
1000 clients and other large clients with complex insurance needs. Qur Bermuda reinsurance operations focus
on underwriting treaty and facultative risks principally located in the United States, with additional exposures
internationally. Our Bermuda office has ultimate responsibility for establishing our underwriting puidelines and
operating procedures, although we provide our underwriters outside of Bermuda with significant local autonomy.
We believe that organizing our operating procedures in this way allows us to maintain consistency in our
underwriting standards and strategy globally, while minimizing internal competition and redundant marketing
efforts. Our Bermuda insurance operations accounted for $1,208.1 million, or 72.8%, of total gross premiums
written in 2006.

Our European operations focus predominantly on direct property and casualty insurance for large European
and international accounts. These operations are an important part of our growth strategy, providing $278.5 million,
or 16.8%, of total gross premiums written in 2006. We began operations in Europe in September 2002 when we
incorporated a subsidiary insurance company in Ireland. In July 2003, we incorporated a subsidiary reinsurance
company in lreland, which allowed us to provide retnsurance to European primary insurers in their markets. In
August 2004, our Irish retnsurance subsidiary received authorization from the U.K. Financial Services Authority to
conduct reinsurance business from a branch office in London. This development has allowed us to provide greater
coverage to the European market and has assisted us in gaining visibility and acceptance in other European markets
through direct contact with regional brokers. We expect to capitalize on opportunities in European countries where
terms and conditions are attractive, and where we can develop a strong local underwriting presence.

Our U.S. operations focus on the middle-market and non-Fortune 1000 companies. We generally operate in the
excess and surplus lines segment of the U.S. market. We have begun to add admitted capability to our U.S. platform.
The excess and surplus lines segment is a segment of the insurance market that allows consumers to buy property
and casualty insurance through non-admitted carriers. Risks placed in the excess and surplus lines segment are often
insurance programs that cannot be filled in the conventional insurance markets due to a shortage of stale-regulated
insurance capacity. This market operates with considerable freedom regarding insurance rate and form regulations,
enabling us to utilize our underwriting expertise to develop customized insurance solutions for our middle-market
clients. By having offices in the United States, we believe we are better able to target producers and clients that
would typically not access the Bermuda insurance market due to their smaller size or particular insurance needs.
Our U.S. distribution platform concentrates primarily on direct casualty and property insurance, with a particular
emphasis on professional liability, excess casualty risks and commercial property insurance. We opened our first
office in the United States in Boston in July 2002 and wrote business primarily through subsidiaries of AIG until late
2004. We expanded our own U.S. operations by opening an office in New York in June 2004, in San Francisco in
October 2005 and in Chicago in November 2005, In 2006, we continued to expand our U.S. distribution base,
acquiring more oftice space in New York and moving into new, larger office space in Boston. Our U.S. operations
accounted for $172.4 million, or 10.4%, of our total gross premiums written in 2006,




The diagram below depicts our total gross premiums written by geographic lecation.

Total Gross Premiums Written by Geographic Location
for the year ended December 31, 2006
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Our Operating Segments

We have three business segments: property insurance, casualty insurance and reinsurance. These segments and
their respective lines of business may, at times, be subject to different underwriting cycles. We modify our product
strategy as market conditions change and new opportunities emerge by developing new products, targeting new
industry classes or de-emphasizing existing lines. Qur diverse underwriting skilis and flexibility allow us to
concentrate on the business lines where we expect to generate the greatest returns. The gross premiums written in
each segment for the years ended December 31, 2006 and December 31, 2005 were as follows:

Year Ended Year Ended
December 31, 2006 December 31, 2005
Gross Premiums Written Gross Premiums Written

$ (In millions) % of Total % (In millions) % of Total

Operating Segments

Property .. ..o ovet e $ 4639 28.0% $ 4129 26.5%
Casnalty ... ... .o 6224 37.5% 633.0 40.6%
Reinsurance .. ....................... 5727 34.5% 5144 32.9%
Total . ... e $1,659.0 100.0% $1,560.3 100.0%

Property Segment
General

The dramatic increase in the frequency and severity of natural disasters over the last few years has created
many challenges for property insurers globally. Powerful hurricanes have struck the U.S. Gulf Coast and Florida,
causing catastrophic damage to commercial and residential properties. Typhoons and tsunamis have devastated
parts of Asia and intense storms have produced serious wind and flood damage in Europe. Moreover, many
scientists are predicting that the extreme weather of the last few years will continue for the immediate future. Some
experts have attributed the recent high incidence of hurricanes in the Gulf of Mexico and the Caribbean to a
permanent change in weather patterns resulting from rising ocean temperature in the region. Finally, the threat of
earthquakes and terrorist attacks, which could also produce significant property damage, is always present. During
2006, the level of catastrophic events was benign as compared to the past several years due to the relatively low
instances of natural disasters.

Although our direct property results have been adversely affected by the catastrophic storms of 2004 and 2005,
we believe we have been impacted less than many of our peers for the following reasons:

» we specialize in commercial risks and therefore have little residential exposure;

» we concentrate our efforts on primary risk layers of insurance (as opposed to excess layers} and offer
meaningful but limited capacity in these layers. When we write primary risk layers of insurance it means that
we are typically part of the first group of insurers that covers a loss up to a specified limit. When we write
excess risk layers of insurance it means that we are insuring the second and/or subsequent layers of a policy
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above the primary layer. Our current average net risk exposure is approximately between $3 million to
35 million per individual risk:

* we purchase catastrophe cover reinsurance to reduce our ultimite ¢xposure:

* our underwriters emphasize careful risk selection by evaluating an insured’s risk management practices. loss
history and the adequacy of their retention: and

« we monitor our geographical diversification to limit any concentration of exposures.

The frequency and severity of natural disasters in 2004 and 2005 caused an increase in prices for various
catastrophe-cxposed risks in the global property market. Where appropriate. we have sought to opportunistically
capitalize on these price increases when policy terms and conditions have met our targets.

We have a staff of 29 employees in our property segment. including 20 underwriters, most of whom joined us
with significant prior cxperience in property insurance underwriting. Qur underwriting staff is spread among our
locations in Bermuda, Europe and the United States because we believe it is important to be physically present in the
major insurance markets around the world.

Product Lines and Customer Base

Our property segment includes general property business and energy business. We ofter general property
products as well as energy-related products from our underwriting platforms in Bermuda, Europe and the
United States. In Bermuda our concentration is on Fortune 1000 clients: in Europe it is on large European and
international accounts: and in the United States it 18 on middie-market and U.S.-domiciled non-Fortune 1000
accounts.

Our general property underwriting includes the insurance of physical property and business interruption
coverage for commercial property risks. Examples include retail chains. real estate. manufacturers. hotels and
casinos. and municipalities. We write solely commercial coverages and focus on the insurance of primary risk
layers. During the year ended December 31. 2006. our general property business accounted for 69.5%. or
$322.4 million, of our total gross premiums written in the property segment.

Our energy underwriting emphasizes industry classes such as oil and gas, pulp and paper. petrochemical.
chemical manufucturing and power generation, which includes utilities. mining. steel. aluminum and molten glass.
As with our general property book, we concentrate on primary layers of the program attaching over significant
retentions. Most of our energy business is onshore, which underperformed relative to our overall general property
business during 2006. Accordingly, we are re-evaluating the limits we provide 1o insureds in an attempt to improve
the performance of our energy business. During the year ended December 31,2006, our energy business accounted
for 30.5%. or $141.5 million, of our total property segment gross premiums written.

Underwriting and Risk Management

For our property segment, the protection of corporate assets from loss due to natural catastrophes is one of our
major arcas of focus. Many tactors go into the effective management of this exposure. The essential factors in this
process are outlined below:

o Measurement.  We will generally only underwrite risks in which we can obtain an electronic statement of
property values. This statement of values must be current and include proper addresses and a breakdown of
values for each location 1o be insured. We require an electronic format because we need the ability to arrange
the information in a manner acceptable to our third party modeling company. This also gives us the ability to
collate the information in a way that assists our internal catastrophe team in measuring our total gross limits
in critical catastrophe zones.

o Professional Modeling.  We model the locations covered in each policy. This is a time-consuming process.
but it enables us 1o obtain a more accurate assessment of our property catastrophe exposure. We have
contracted with an industry-recognized modeling firm to analyze our property catastrophe exposure on a
guarterly basis. This periodic measurement of our property business gives us an up-to-date objective
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estimate of our property catastrophe exposure. Using data that we provide. this modeling firm runs numerous
computer-simulated events and provides us with loss probabilities for our book of business,

* Gross Exposed Policy Limits.  Prior to Hurricane Katrina in 2005, a majority of the insurance industry and
all of the insurance rating agencies relied heavily on the probable maximum losses produced by the various
professional modeling companies. Hurricane Katrina demonstrated that reliance solely on the results of the
modeling companies was inappropriate given their apparent failure to accurately predict the ultimate losses
sustained. When the limitations of the professional models became evident. we instituted an additional
approach to determine our probable maximum loss.

We now also use gross exposed policy limits as a means to determine our probable maximum loss. This
approach focuses on our gross limits in each critical catastrophe zone and sets a muximum amount of gross
accumulations we will accept in each zone. Once that limit has been reached. we cease writing business in
that catastrophe zone for that particular year. We have an internal dedicated catastrophe team that will
monitor these limits and report monthly to underwriters and sentor management. This leam also has the
ability to model an account before we price the business to see what impact that account will have on our
zonal gross accumulations. We restrict our gross exposed policy limits in each critical property catastrophe
zone to an amount consistent with our probable maximum loss and, subsequent to a catastrophic event, our
capital preservation targets.

We continue to use professional models along with our gross exposed policy limits approach. It is our policy
to use both the gross exposed policy limits approach and the professional models and establish our probable
maximum loss on the more conservative number generated.

 Ceded Reinsurance. We purchase treaty and facultative reinsurance to reduce our exposure 1o significant
losses from our general property and energy portfolios of business. We also purchase property catastrophe
reinsurance to protect these lines of business from catastrophic loss.

o Probable Maxinum Loss and Risk Appetite.  Our direct property and reinsurance senior managers work
together to develop our probable maximum loss, We manage our business with the goul of mitigating the
likelihood that our combined probable maximum losses for property business (including property rein-
surance business). after ail applicable reinsurance. will exceed 10% of our total capital in any “one-in-
250-year” event.

Casualty Segment
General

Our casualty segment specializes in insurance products providing coverage for general and product liability.
professional liability and healthcare liability risks. We focus primarily on insurance of cxcess layers, where we
insurc the second and/or subsequent layers of a policy above the primary layer. Our direct casualty underwriters also
provide a variety of specialty insurance casualty products to large and complex organizations around the world.

We modify our product strategy as market conditions change and new opportunities emerge, developing new
products or targeting new industry classes when approprialte. but also de-emphasizing others when appropriate. This
flexibility allows s to concentrate on business where we expect to generate a significant rate of return.

Qur casualty segment employs a staff of 77 employees. including 50 underwriters, with a capability to service
clients in Bermuda. Europe and the United States.

Product Lines and Customer Base

Our coverages include generul casualty products as well as professional Lability and healthcare products. Our
focus with respect to general casualty products is on complex risks in a variety of industries including manufac-
turing. energy, chemicals, transportation, real estate. consumer products, medical and healthcare products and
constructiont. Our Bermuda operations focus primarily on Fortune 1000 clients; our European operations focus on
large European and international accounts: and our U.S. operations focus on middle-market and U.S.-domiciled
non-Fortune 1000 accounts. In order to diversify our European book, we recently began an initiative to attract more
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middle-market non-U.S. domiciled accounts produced in the London market. In the United States we often wrilte
business at lower attachment points than we do elsewhere given our concentration on smaller accounts. Because of
this willingness to accept lower-attaching business in the United States, in the first quarter of 2006 we launched an
initiative that allows us to provide products to fill gaps between the primary and excess layers of an insurance
program. During the year ended December 31, 2006. our general casualty business accounted for 44.9%, or
$279.5 mitlion, of our total gross premiums written in the casualty segment.

In addition to general casualty products, we provide professional liability products such as directors and
ofticers, employment practices, fiduciary and errors and omissions liability insurance. Consistent with our general
casualty operations, our professional liability underwriters in Bermuda and Europe focus on larger companies while
their counterparts in the United States pursue middle-market and non-Fortune 1000 accounts. Like our general
casualty operations, our professional liability operations in the United States pursue lower attachment points than
they do elsewhere. Because of this attachment point flexibility. we are currently developing several initiatives in the
United States that will increase our product offerings in the areas of directors and officers coverage and general
partnership liability coverage.

Globally. we offer a diverse mix of errors and omissions coverages for law firms, technelogy companies,
financial institutions, insurance companies and brokers, media organizations and engineering and construction
firms. During the year ended December 31, 2006. our professional liability business accounted for 45.1%. or
$280.8 million, of our total gross premiums written in the casualty segment.

We ulso provide excess liability and other casualty coverages to the healthcare industry, including large
hospital systems, managed care organizations and miscellaneous medical facilities including home care providers,
specialized surgery and rehabilitation centers. and blood banks. Our healthcare operation is based in Bermuda and
writes large U.S.-domiciled risks. In order 1o diversify our healthcare portfolio, we are currently establishing a
U.S.-based platform that targets middle-market accounts. During the year ended December 31, 2006. our healthcare
business accounted for 10.0%. or $62.1 million, of our total gross premiums written in the casualty segment.

Although our casualty accounts have diverse attachment points by line of business and the size of the account,
our most common attachment points are between $10 million and $100 million.

Underwriting and Risk Management

While operating within their underwriting guidelines, our casualty underwriters strive to write diverse books of
business across a variety of product lines and industry classes. Senior underwriting managers review their business
concentrations on a regular basis to make sure the objective of creating balanced portfolios of business is achieved.
As appropriate. specific types of business of which we have written disproportionate amounts may be de-
emphasized (o achieve a more balanced portfolio. By wriling a balanced casualty portfolio, we believe we are
less vulnerable 10 unacceptable market changes in pricing and terms in any one product or industry.

Our casualty operations utilize significant net insurance capacity. Because of the large limits we often deploy
on excess general casualty accounts, we have one master treaty in place with six separate interest and liability
agreements with several highly-rated reinsurers to reduce our net exposurc on individual accounts. We also
purchase a relatively small amount of facultative reinsurance from select reinsurers to lessen volatility in our
professional liability book of business and for U.S. general casualty business which is not subject to the master
treaty.

Reinsurance Segment
General

Cur reinsurance segment includes the reinsurance of property, general casualty, professional liability, specialty
lines and property catastrophe coverages writlen by other insurance companies. We presently write reinsurance on
both a treaty and a facultative basis, targeting several niche markets including professional liability lines. specialty
casualty. property for U.S. regional insurers. accident and health and to a lesser extent marine and aviation. We
believe that this diversity in type of reinsurance and line of business enahles us to alter our business strategy quickly.
should we foresee changes to the exposure environment in any sector. Declining profit prospects for any single
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reinsurance business line may be offset by additional participations in other more favorable business lines. Overall,
we strive to balance our reinsurance portfolio through the appropriate combination of business lines, ceding source,
geography and contract configuration.

We employ a staff of 23 employees in our reinsurance segment. This includes 15 underwriters, each of whom is
highly experienced, having joined the company from large, established organizations. Our underwriters determine
appropriate pricing either by using pricing models built or approved by our actuarial staff or by relying on
established pricing set by one of our pricing actuaries for a specific treaty. Pricing models are generally used for
facultative reinsurance, property catastrophe reinsurance, property per risk reinsurance and workers’ compensation
and personal accident catastrophe reinsurance. Other types of reinsurance rely on established pricing. During the
year ended December 31, 2006, our reinsurance segment generated gross premiums written of $572.7 million. On a
written basis. our business mix is more heavily weighted to reinsurance during the first three months of the year. Our
reinsurance segment operates solely from Bermuda and reinsures carriers domiciled principally in the United States.

Product Lines and Customer Base

Property, general casualty and professional liability treaty reinsurance is the principal source of revenue for
this segment. The insurers we reinsure are primarily specialty carriers domiciled in the United States or the specialty
divisions of standard lines carriers located there. In addition, we reinsure monoline companies and single-state
writers, whether organized as mutual or stock insurers. We focus on niche programs and coverages, frequently
sourced from excess and surplus lines insurers. We established an international treaty unit and began writing global
accident and health accounts in 2003, which spread the segment’s exposure beyond the North American focus. We
target a portfolio of well-rated companies that are highly knowledgeable in their product lines, have the financial
resources to execute their business plans and are committed to underwriting discipline throughout the underwriting
cycle.

Qur property reinsurance treaties protect insurers who write residential, commercial and industrial accounts
where the exposure to loss is chiefly North American. We emphasize monoline, per risk accounts, which are
structured as either proportional or excess-of-loss protections. Reinsurers wha write surplus lines and specialty
business predominate in these lines of business. Where possible, coverage is provided on a “losses occurning™ basis.
The line size extended is currently limited to $12.5 million per contract or per program pertaining to property
catastrophe accounts and $5 million per contract or per program for all other accounts. We selectively write industry
loss warranties (“ILWs™) where we believe market opportunities justify the risks. During the year ended
December 31, 2006, our property treaty business accounted for 15.5%, or $88.6 million, of our total gross
premiums written in the reinsurance segment.

General casualty treaties cover working layer, intermediate layer and catastrophe exposures. We sell both
proportional and excess-of-loss reinsurance. We principally underwrite general liability for books of commercial
excess and umbrella policies of both admitted and non-admitted companies, including worker’s compensation
catastrophe business. In addition, we underwrite accident and health business, emphasizing catastrophe personal
accident programs. Capacity is currently limited to $10 million per contract or per program, but for the great
majority of treaties a $5 million capacity is deployed. During the year ended December 31, 2006, our general
casualty treaty business accounted for 24.7%, or $141.3 million, of our total gross premiums written in the
reinsurance segment.

Professional liability treaties cover several preducts, primarily directors” and officers’ liability, but also
attorneys’” malpractice, medical malpractice, miscellaneous professional classes and transactional risk liability.
Line size is currently limited to $5 million per program; however, the liability limits provided are typically for lesser
amounts. We develop customized treaty structures for the risk classes protected by these treaties, which account for
the largest share of premiums written within the segment. The complex exposures undertaken by this unit demand
highly technical underwriting and modeling analysis. During the year ended December 31, 2006, our professional
liability treaty business accounted for 35.3%, or $202.5 milfion, of our total gross premiums written in the
reinsurance segment.

Our international treaty unit was formed in August of 2003. The majority of this portfolio protects U.K.
insurers, including Lloyd’s syndicates and Continental European companies, primarily domiciled in Switzerland
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and Germany. Euro-centric exposures predominate. although some global exposure is present in several accounts.
Our net risk exposure is currently limited to €12.5 million per contract or per program pertaining (o property
catastrophe accounts and €5 million per contract or per program for all other accounts. We also underwrite ocean
marine and aviation business within this unit. Marine and aviation gross premiums written for the treaty vear 2006
were estimated at $25.2 million. During the year ended December 31, 2006, the international treaty unit accounted
for 10.1%. or $57.7 million. of our total gross premiums written in the reinsurance segment.

Faculative cusualty business comprises lower-attachment. individual-risk reinsurance covering automobile
liability. general liability and workers” compensation risks for many of the largest U.S. property-casualty and
surplus lines insurers. Line size is currently limited to $2 million per certificate. We believe that we are the only
Bermuda-based reinsurer that has a dedicated facultative casualty reinsurance business. During the year ended
December 31, 2006. our facultative reinsurance business accounted for 5.3%. or $30.5 million, of our total gross
premiums written in the reinsurance segment,

In December 2001, we entered into an underwriting agency agreement with IPCRe Underwriting Services
Limited ("[PCUSL"), a subsidiary of IPC Holdings, L1d.. a Bermuda-hased property catastrophe reinsurance
specialist. to solicit, underwrite. bind and administer property catastrophe treaty reinsurance on our behalf. On
December 5. 2006, we mutually agreed with IPCUSL to an amendment to the underwriting agency agreement.
pursuant to which the parties terminated the underwriting agency agreement effective as of November 30, 2006. In
accordance with this amendment. we agreed to pay IPCUSL a $400.000 carly termination fee. $250.000 of which
has been paid and $75.000 of which is payable on each of December 1, 2007 and 2008. respectively. We will also
continue to pay to IPCUSL any agency commissions due under the underwriting agency agreement for any and all
business bound prior o November 30. 2006, and IPCUSL will continue to service such business until November 30,
2009 pursuant to the underwriting agency agreement. As of December 1, 2006, we began to produce, underwrite
and administer property catastrophe treaty reinsurance business on our own behalf. During the year ended
December 31. 2006, premiums written by [PCUSL accounted for 9.1%. or $52.1 million. of our total gross
premiums written in the reinsurance segment.

Underwriting and Risk Management

[n our reinsurance segment, we believe we carefuily evaluate reinsurance proposals to find an optimal balance
between the risks and opportunities. Before we review the specifics of any reinsurance proposal. we consider the
appropriateness of the client, including the experience and reputation of its management and its risk management
strategy. We also examine the level of shareholders™ equity. industry ratings, length of incorporation. duration of
business model, portfolio profitability, types of exposures and the extent of its liabilities, For property proposals, we
alse obtain information on the nature of the perils to be included and the policy information on all locations to be
covered under the reinsurance contract, If a program meets our underwriting criteria, we then assess the adequacy of
its proposed pricing. terms and conditions, and its potential impact on our profit targets and corporate risk
objectives.

To identify. plot, manage and monitor accumulations of exposurcs from potential property catastrophes. we
employ industry-recognized modeling software on our per risk accounts. This software, together with our
underwriting experience and portfolio knowledge. produces the probable maximum loss amounts we allocate
1o our reinsurance department’s internal global property catastrophe zones. For the property catastrophe account
that was underwritten for us by IPCUSL. modeling software and underwriting experience were employed to assess
exposure and generate a probable muximum loss. The probable muximum loss produced from IPCUSL was then
combined with those of our per risk reinsurance account to calculate the total probable maximum loss by zone for
the segment. Notwithstanding the probable maximum loss mechanisms in place. the reinsurance segment focuses
on gross treaty limits deployed in each critical catastrophe zone, and. for the property catastrophe business that was
underwritten for us by IPCUSL, established a maximum limit of liability per zone for the aggregate of its contracts.
In the case of the property catastrophe reinsurance business produced by IPCUSL on our behalf, we periodically
audited the portfolio to test adherence to the management agreement between the companics.

For casualty treaty contracts, we track accumulations by line of business. Ceilings for the limits of liability we
scll are established based on modeled loss outcomes. underwriting experience and past performance of accounts
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under consideration, In addition, accumulations among treaty acceptances within the same line of business are
monitored, such that the maximum loss sustainable from any one casualty catastrophe should not exceed pre-
established targets.

Security Arrangements

Allied World Assurance Company, Lid is neither licensed nor admitted as an insurer nor is it accredited as 4
reinsurer in any jurisdiction in the United States. As a result, it is required to post collateral security with respect to
any reinsurance liabilities it assumes from ceding insurers domiciled in the United States in order for U.S. ceding
companies to obtain credit on their U.S. statutory financial statements with respect to insurance liabilitics ceded by
them. Under applicable statutory provisions, the security arrangements may be in the form of letters of credit,
reinsurance trusts maintained by trustees or funds-withheld arrangements where assets are held by the ceding
company. For a description of the security arrangements used by us, see “Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Liquidity and Capital Resources — Restrictions and Specific
Requirements.”

Business Strategy

Qur business objective is to generate attractive returns on our equity and book value per share growth for our
shareholders. We intend to achieve this objective by executing the following strategies:

» Leverage Qur Diversified Underwriting Franchises.  Qur business is diversified by both product line and
geography. We underwrite a broad array of property, casualty and reinsurance risks from our operations in
Bermuda, Europe and the United States. Our underwriting skills across multiple lines and multiple
geographies allow us to remain flexible and opportunistic in our business selection in the face of tluctuating
market conditions.

o Expand Our Distribution and Our Access to Markets in the United States.  We have made substantial
investments to expand our U.S. business and expect this business to grow in size and importance in the
coming years. We employ a regional distribution strategy in the United States predominantly focused on
underwriting direct casualty and property insurance for middle-market and non-Fortune 1000 client
accounts. Through our U.S. excess and surplus lines capability, we believe we have a strong presence in
specialty casualty lines and maintain an attractive base of U.S. middle-market clients, especially in the
professional liability market.

[n 2004, we made the decision to develop our own U.S. distribution platform which we began to utilize tn the
middle of 2004, Previously, we had distributed our products in the United States primarily through surplus
lines program administrator agreements and a reinsurance agreement with subsidiaries of AIG. We have
successfully expanded our operations to several strategic U.S. ciiles.

» Grow Our European Business.  We intend to grow our Evropean business, with particular emphasis on the
United Kingdom and Western Europe, where we believe the insurance and reinsurance markets are
developed and stable. Our European strategy is predominantly focused on direct property and casualty
insurance for large European and international accounts. The European operations provide us with
diversification and the ability to spread our underwriting risks. In Avngust 2004, our reinsurance subsidiary
in Ireland received regulatory approval from the U.K. Financial Services Authority for our branch office in
London. Such approval provides us with access to the London wholesale market.

+ Continue Disciplined, Targeted Underwriting of Properiy Risks. We have profited from the increase in
property rates for various catastrophe-exposed insurance risks fotlowing the 2005 hurricane season. Given
our extensive underwriting expertise and strong markel presence, we believe we choose the markets and
layers that generate the largest potential for profit for the amount of risk assumed. Maintaining our
underwriting discipline will be critical to our continued profitability in the property business as market
conditions change over the underwriting cycle.

* Further Reduce Earnings Volatility by Actively Monitoring Our Property Catastrophe Exposure.  We have
historically managed our property catastrophe exposure by closely monitoring our policy limits in addition
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to utilizing complex risk models. This discipline has substantially reduced our historical loss experience and
our exposure. Following Hurricanes Katrina, Rita and Wilma. we have further enhanced our catastrophe
management approach. In addition to our continued focus on aggregate limits and modeled probable
maximum loss, we have introduced a strategy based on gross exposed policy limits in critical earthquake and
hurricane zones. Our gross exposed policy limits approach focuses on exposures in catastrophe-prone
geographic zones and expands our previous analysis, taking into consideration flood severity, demand surge
and business interruption exposures for each critical area. We have also redefined our critical earthquake and
hurricane zones globally. We believe that using this approach will further mitigate the likelihood that a single
property catastrophic loss, after all applicable reinsurance, will exceed 10% of our total capital for a “one-in-
250-year” event.

* Expand Our Casualty Business with a Continued Focus on Specialty Lines. We believe we have estab-
lished a leading excess casualty business. We will continue to target the risk needs of Fortune 1000 com-
panies through our operations in Bermuda, large international accounts through our operations in Europe
and middle-market and non-Fortune 1000 companies through our operations in the United States. In the past
five years, we have established ourselves as a major writer of excess casualty, professional liability and
healthcare fiability business. We will continue to focus on niche opportunities within these business lines and
diversify our product portfolio as new opportunities emerge. We believe our focus on specialty casunalty lines
makes us less dependent on the property underwriting cycle.

* Continue to Opportunistically Underwrite Diversified Reinsurance Risks. As part of our reinsurance
segment. we target certain niche reinsurance markets. including professional liability, specialty casualty.
property for U.S. regional carriers, and accident and health because we believe we understand the risks and
opportunities in these markets. We will continue to seek to selectively deploy our capital in reinsurance lines
where we believe there are profitable opportunities. In order to diversify our portfolio and complement our
direct insurance business, we target the overall contribution from reinsurance (o be approximately 30% to
35% of our total annual gross premiums written. We strive to maintain a welt managed reinsurance portfolio.
balanced by line of business, ceding source, geography and contract configuration. Our primary customer
focus is on highly-rated carriers with proven underwriting skills and dependable operating models.

Underwriting and Risk Management

Our corporate underwriting and risk management objective is to create insurance and reinsurance portfolios
that are balanced and diversified across classes of business, types of insurance products. geography and sources. Our
Chiet Executive Officer and Chief Risk Officer work closely with our worldwide senior underwriting officers for
direct insurance and our worldwide underwriting manager for reinsurance in establishing and implementing
corporate underwriting strategies and guidelines on a global basis.

We take a disciplined approach to underwriting and risk management, relying heavily on the collective
expertise of our underwriters. While we believe we have successfully built diversified portfolios of business in both
our insurance and reinsurance operations, we have focused only on areas where we feel we have the necessary
underwriting expertise and experience to be successful over changing market cycles. Qur disciplined underwriting
and risk management philosophy is illustrated by the following practices:

* Our underwriting operations have written guidelines that identify the classes of business that can be written
and establish specitic parameters for capacity, attachment points and terms and conditions. Senior managers
in charge of each business line are the only individuals that can authorize exceptions to the underwriting
guidelines.,

* Qur underwriters are given a written authority statement that provides a specitic framework for their
underwriting decisions. Although we provide our underwriters with significant local autonomy, we cen-
tralize authority for strategic decisions with our senior managers in Bermuda in order to achieve under-
writing consistency and control across all of our operations.

* Our underwriters work closely with our actuarial staff. particularly when pricing complex risks in certain
lines of business. and in determining rate change trends in all of our lines of business. Actuarial assessments
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of loss development in all of our product segments are integral to the establishment of our business plan. This
information allows us to target growth in specific areas that are performing well and to take corrective action
in areas that are not performing satisfactorily.

* We manage our individual risk limits. and we believe that we provide a meaningful but prudent amount of
capacity to each client. We purchase reinsurance in lines of business where we want to increase our gross
limits to gain more leverage, but mitigate our net exposure to loss.

¢ Our guidelines do not allow multiple underwriting offices to provide coverage to the same client for the same
line of business, which allows us to control our capacity allocations and avoid redundancy of effort. We
minimize overlap between our operations by providing each with distinct operating parameters while at the
same time encouraging communication between underwriters and offices.

+ Our underwriting offices are subject to annual underwriting, operational and administrative audits to assess
compliance with our corporate guidelines.

Competition

The insurance and reinsurance industries are highly competitive. Insurance and reinsurance companies
compete on the basis of many factors, including premium rates, general reputation and perceived financial
strength, the terms and conditions of the products offered, ratings assigned by independent rating agencies, speed of
claims payments and reputation and experience in risks underwritien,

We compete with major U.S. and non-U.S. insurers and reinsurers, including other Bermuda-based insurers and
reinsurers, on an international and regional basis, Many of our competitors have greater financial, marketing and
management resources. Since September 2001, a number of new Bermuda-based insurance and reinsurance com-
panies have been formed and some of those companies compete in the same market segments in which we operate.
Some of these companies have more capital than our company. In our direct insurance business, we compete with
insurers that provide property and casualty-based lines of insurance such as: ACE Limited, AlG, Axis Capital
Holdings Limited, Chubb, Endurance Specialty Holdings Ltd., Factory Mutual Insurance Company, HCC Insurance
Holdings, Inc., Lloyd’s of London, Munich Re Group, Swiss Re, XL Capital Ltd and Zurich Financial Services. In our
reinsurance business, we compete with reinsurers that provide property and casualty-based lines of reinsurance such
as: ACE Limited. Arch Capital Group Ltd.. Berkshire Hathaway, Inc., Everest Re Group, Ltd., Harbor Point Limited,
Lloyd's of London, Montpelier Re Holdings Ltd., Munich Re Group, PartnerRe Litd., Platinum Underwriters
Holdings, Ltd.. RenaissanceRe Holdings Lid., Swiss Re, Transatlantic Holdings, Inc. and XL Capital Lid.

In addition, risk-linked securities and derivative and other non-traditional risk transfer mechanisms and
vehicles are being developed and offered by other parties, including entities other than insurance and reinsurance
companies. The availability of these non-traditional products could reduce the demand for traditional insurance and
reinsurance. A number of new, proposed or potential industry or legislative developments could further increase
competition in our industry. These developments include:

o as aresult of Hurricane Kairina, the insurance industry’s largest natural catastrophe loss, and two subsequent
substantial hurricanes (Rita and Wilma), existing insurers and reinsurers have raised new capital and
significant investments have been made in new insurance and reinsurance companies in Bermuda;

= legislative mandates for insurers to provide specified types of coverage in areas where we or our ceding
clients do business, such as the mandated terrorism coverage in the U.S. Terrorism Risk Insurance Act of
2002 (“TRIA™), could eliminate or reduce the opportunities for us to write those coverages; and

+ programs in which state-sponsored entities provide property insurance or reinsurance in catastrophe prone
areas, such as the recent legislative enactments passed in the State of Florida, or other “alternative market”
types of coverage could eliminate or reduce opportunities for us to write those coverages.

New competition from these developments may result in fewer contracts written, lower premium rates,
increased expenses for customer acquisition and retention and less favorable policy terms and conditions, which
could have a material adverse impact on our growth and profitability.
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Qur Financial Strength Ratings

Ratings have become an increasingly important factor in establishing the competitive position of insurance and
reinsurance companies, A.M. Best. Standard & Poor’s and Moody s have each developed a rating system to provide
an opinion of an insurer’s or reinsurer’s financial strength and ability to meet ongeing obligations (o its policy-
holders. Each rating reflects the opinion of A.M. Best. Standard & Poor™s and Moody's. respectively, of the
capitalization, management and sponsorship of the entity 10 which it relates, and is neither an evaluation directed to
investors in our common shares nor a recommendation 1o buy. sell or hold our common shares. A.M. Best ratings
currently range from “A++" (Superior) to “F" (In Liquidation) and include 16 separate ratings categories.
Standard & Poor’s maintains a letter scale rating system ranging from “"AAA™ (Extremnely Strong) (o “R™ (under
regulatory supervision) and includes 21 separate ratings categories. Moody's maintains a letter scale rating from
“Aaa” (Exceptional) to "NP” (Not Prime) and includes 21 scparate ratings categories. Qur principal operating
subsidiaries have A {(Excellent) ratings from A.M. Best and A~ (Strong) ratings from Standard & Poor's. Qur
Bermuda and U.S. operating subsidiaries are rated A2 (Good) by Moody’s. In addition. our $500 million aggregate
principal amount of senior notes were assigned a senior unsecured debt rating of bbb by A.M. Best. BBB by
Standard & Poor’s und Baal by Moody’s. These ratings are subject to periodic review, and may be revised
downward or revoked. at the sole discretion of the rating agencies,

Distribution of Our Insurance Products

We market our insurance and reinsurance products worldwide through insurance and reinsurance brokers, This
distribution channel provides us with access to an efficient. variable cost and international distribution system
without the significant time and expense that would be incurred in creating our own distribution network.

We distribute through major excess and surplus lines wholesalers and regional retailers in the United States
targeting middle-market and non-Fortune 1000 companies. For the year ended December 31, 2006, U.S. regional
and excess and surplus lines wholesalers and regional retailers accounted for 49% and |8%. respectively. of our
U.S. distribution and include: wholesalers American Wholesale Insurance Group Inc.. CRC Insurance Services.
Inc. and Westrope. Inc. and regional retailers Arthur 1. Gallagher & Co., Lockton Companies. Inc.. and McGriff
Seibels & Williams, Inc.

[n the year ended December 31, 2006, our top four brokers represented approximately 68% of gross premiums
written by us. A breakdown of our distribution by broker is provided in the table below.

Percentage of Gross
Premiums Written
for the Year Ended
December 31, 2006

Broker

Marsh & McLennan Companies, Inc. ... ... .. ... . . 32%
Aon COrporalion. . .. ... .. 19%
Willis Group Holdings Ltd. . ... ... ... .. . . 10%
Jardine Lloyd Thompson Group ple. ... ... . o e 7%
Al Others .. _32%

Claims Management

We have a well-developed process in place for identifying, tracking and resolving claims. Claims respon-
sibilities include reviewing loss reports, monitoring claims developments. requesting additional information where
appropriate. performing claims audits of cedents. establishing initial case reserves and approving payment of
individual claims. We have established authority levels for all individuals involved in the reserving and settlement
of claims.

With respect to reinsurance. in addition (o managing reported claims and conferring with ceding companics on
claims matters, the claims management stafl” and personnel conduct periodic audits of specific claims and the
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overall claims procedures of our reinsureds. Through these audits, we are able to evaluate ceding companies’
claims-handling practices, including the organization of their claims departments. their fact-finding and investi-
gation techniques, their loss notifications. the adequacy of their reserves. their negotiation and settlement practices
and their adherence to claims-handling guidelines.

Reserve for Losses and Loss Expenses

We are required by applicable insurance laws and regulations in Bermuda, the United States, the
United Kingdom and ITreland and accounting principles generally accepted in the United States to establish loss
reserves Lo cover our estimated liability for the payment of all losses und loss expenses incurred with respect to
premiums earned on the policies and treaties that we write. These reserves are balunce sheet liabilities representing
estimates of losses and loss expenses we are required to pay for insured or reinsured claims that have occurred as of
or before the balunce sheet date. [t is our policy to establish these losses and loss expense reserves using prudent
actwarial methods after reviewing all information known to us as of the date they are recorded.

We use statistical and actuarial methods to reasonably estimate ultimate expected losses and loss expenses, We
utilize a variety of standard actuarial methods in our analysis. These include the Bornhuetter-Ferguson methods, the
reponed loss development method. the paid loss development method and the expected loss ratio methed. The
selections from these various methods are based on the loss development characteristics of the specific line of
business. For lines of business with extremely long reporting periods. such as casualty reinsurance. we may rely
more on an expected loss ratio method until losses begin to develop. Loss reserves do not represent an exact
caleulation of liability: rather. loss reserves are estimates of what we expect the ultimate resolution and admin-
istration of claims will cost. These estimates are based on actuarial and statistical projections and on our assessment
of currently available data, as well as estimates of future trends in claims severity and frequency. judicial theories of
liability and other factors. Loss reserve estimates are refined as experience develops and as claims are reported and
resolved. Establishing an appropriate level of loss reserves is an inherently uncertain process. The uncertainties may
be greater for insurers like ns than for insurers with an established operating and claims history and a larger number
of insurance and reinsurance transactions. The relatively large limits of net liability for any one risk in our excess
casualty and professional liability lines of business serve to increase the potential for volatility in the development
of our loss reserves. In addition, the relatively long reporting periods between when a loss occurs and when it may
be reported to our claims department for our casualty lines of business also increase the uncertainties of our reserve
estimates in such lines. See “"Management’s Discussion and Analysis of Financial Condition and Results of
Operations — Relevant Factors -— Critical Accounting Policies — Reserve for Losses and Loss Expenses™ for
further information regarding the uncertainties in establishing the reserve for losses and loss expenses.

To the extent we determine that the loss emergence of actual losses or loss expenses, whether due to frequency,
severity or both, vary from our expectations and reserves reflected in our financial statements, we are required o
increase or decrease our reserves to reflect our changed expectations. Any such increase could cause a matertal
increase in our liabilities and a reduction in our profitability. including operating losses and a reduction of capital.

T assist us in establishing appropriate reserves for losses and loss expenses, we analyze a significant amount
of insurance industry information with respect to the pricing environment and loss settlement patterns. In
combination with our individual pricing analyses and our internal Joss settlement patterns. this industry information
is used to guide our loss and loss expense estimates. These estimates are reviewed regularly, and any adjustments are
reflected in carnings in the periods in which they are determined.

The tollowing tables show the development of gross and net reserves for losses and loss expenses, respectively.
The tubles do not present accident or policy year development data. Each table begins by showing the original year-
end reserves recorded at the balance sheet date for each of the years presented (“‘as originally estimated™). This
represents the estimated amounts of losses and loss expenses arising in alt prior years that are unpaid at the balance
sheet date. including reserves for losses incurred but not reported ("IBNR™). The re-estimated habilities reflect
additional information regarding claims incurred prior to the end of the preceding financial year. A redundancy (or
deficiency) arises when the re-estimation of reserves recorded at the end of each prior year is less than (or greater
than) its estimation at the preceding year-end. The cumulative redundancies (or deficiencies) represent cumulative
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differences between the original reserves and the currently re-estimated liabilities over all prior years. Annual
changes in the estimates are reflected in the statement of operations for each year, as the liabilities are re-estimated.

The lower sections of the tables show Lhe portions of the original reserves that were paid (claims paid) as of the
end of subsequent years. This section of each table provides an indication of the portion of the re-estimated liability
that is settled and is unlikely to develop in the future. For our proportional treaty reinsurance business, we have
estimated the allocation of claims paid to applicable years based on a review of large losses and earned premium

percentages.
Development of Reserve for Losses and Loss Expenses
Cumulative Deficiency (Redundancy)
Year Ended December 31,
2001 2002 2003 2004 2005 2006
($ in thousands)
As Originally Estimated: . . . .. $213 $ 310508 $1.058.653 $2.037,124 $3.405353 $3.636,997
Liability Re-estimated as of:
One Year Later ... ...... . ... 213 253,691 979218 1,929571  3.318,303
Two Years Later, ... ..... ... . 213 226,943 896,649 1,844,630
Three Years Later ... ... ..... 213 217,712 843,178
Four Years Later .. .......... 213 199982
Five Years Later, . .......... . 213
Cumulative (Redundancy) . . .. — (110,526) (215.475) (192.494) (87.050)
Cumulative Claims Paid as of:
One Year Later ... .......... — 54,288 138,793 372,823 712,032
Two Years Luter. . ... ..... ... — 83,465 237.394 571,149
Three Years Later .. ......... — 100,978 300,707
Four Years Later _ ... ... ... .. 18 124,109
Five Years Later, . ... ........ 18

Gross Losses

Year Ended December 31,
2001 2002 2003 2004

Liability Re-estimated as of:

One Year Later 82% 9N2% 95%

Two Years Later 3% 85% 9%

Three Years Later 70% B0%

Four Years Later 64%

Five Years Later

Cumulative (Redunrdancy) 3B36)% 2% N% 3%

Gross Loss and Loss Expense Cumulative Paid as a
Percentage of Originally Estimated Liability

Cumulative Claims Paid as of;

One Year Later 13% 18%
22% 28%
28%

Four Yeuars Later

Five Years Later




As Originally Estimated: . . ..
Liability Re-estimated as of:

One Year Later. ............
Two Years Later. . .. ... .....
Three Yeurs Later. .. ........
Four Years Later. . . ... ......
Five Years Later. . ..........
Cumulative (Redundancy) . ..
Cumulative Claims Paid as of:
One Year Later. .. ..........
Two Years Later. ... ..... ...
Three Years Later. . .........
Four Years Later. . . ... ... ...
Five Years Later. ... ... .. ...

Losses Net of Reinsurance

Year Ended December 31

2001

2002

2003 2004 2005 2006

($ in thousands)

$213 $299.946 $ 964,810 $1,777.953 $2,689.020 $2.947.892

8
18

243,129
216,381
207,945
191,593

(108,353) (192,827)

52,077
76,843
93,037
116,494

885,375 1,728,868 2,578,303
830,969 1,626,709
771,983

(151,244) (110,717}
133,286 305,083 455,079
214,334 478,788
271,471

Losses Net of Reinsurance

Year Ended December 31,

2001 2002 2003 2004 2005

Liability Re-estimated as of:
One Year Later . . ... oo 100% 81% 92% 97% 96%
Two Years Laler ... ... .. 100% 72% 86% 91%
Three Years Later . . . .. ... e 100%  69% 80%
Four Years Later . .. ... . oo e 100% 64%
Five Years Later . . . ... ... ... ... . .. 100%
Cumulative (Redundancy). . . ........... ... ... ........ — (36 200% N% (D)%
Net Loss and Loss Expense Cumulative Paid as a Percentage

of Originally Estimated Liability
Cumulative Claims Paid as of:
One Year Later . ... . ..o e 0% 17% 14% 17% 17%
Two Years Later . .. . ... . e 0% 20% 22% 27%
Three Years Later .. . .. oL e e 0% 31% 28%

Four Years Later
Five Years Later




The table below is a reconciliation of the beginning and ending liability for unpaid losses and loss expenses for
the years ended December 31, 2006, 2005 and 2004. Losses incurred and paid are reflected net of reinsurance
recoveries.

Year Ended December 31,

2006 2005 2004
($ in thousands)

Gross liability at beginning of year. . . ..... ... ... ..., $3.405,353 $2.037.124  $1,058,653
Reinsurance recoverable at beginning of year ... ... . ... {716,333) (259.171) (93.843)
Net liability at beginming of year . ... ...... . ... ... 2.689.020 1,777,953 964,810
Net losses incurred related to:

Current year. .. ............ . . e 849.850 1.393.685 1,092,789

Prioryears . . ... ... .. .. . .. ... .. L (110.717) (49.,085) {79.435)

Totalincurred. . . ... ... ... ... 739,133 1.344.600 1.013.354
Net paid losses related to:

Current year. .. ... 27.748 125,018 69.186

Prioryears . ... ... .. 455.079 305,082 133,287

Totalpaid . ... ... .. ... 482.827 430,100 202.473
Foreign exchange revaluation . ... ... ... .. ... ... ... 2.566 (3.433) 2,262
Net liability atendof year . . ...................... 2.947 892 2,689,020 1,777,953
Reinsurance recoverable atend of year. . . ... ... ... ... 689,105 716,333 259,171
Gross Hability atend of yeur . ... ... ... . ... ... ... $3.636,997  $3.405.353 82,037,124

Investments

[nvestment Strategy and Guidelines

We follow a conservative investment strategy designed 1o emphasize the preservation of our invested assets
and provide sufficient liquidity for the prompt payment of claims. In that regard, we attempt to correlate the
maturity and duration of our investiment portfolio to our general liahility profile. In making investment decisions, we
consider the impact of various catastrophic events to which we may be exposed. Our portfolio therefore consists
primarily of high investment grade-rated, liquid, fixed-maturity securities of short-to-medium term duration.
Including a high-yield bond fund investment, 99% of our fixed income portfolio consists of investment grade
securities. As authorized by our board of directors, we originally invested $200 million of our shareholders’ equity
in four hedge funds.

In an effort to meet business needs and mitigate risks, our investment guidelines specify minimum criteria on
the overall credit quality and liguidity characteristics of the portfolio. They include limitations on the size of some
holdings as well as restrictions on purchasing specified types of securitics, convertible bonds or investing in certain
regions. Permissible investments are also limited by the type of issuer, the counterparty’s creditworthiness and other
factors. Our investment manager may choose to invest some of the investment portfolio in currencies other than the
U.S. dollar based on the business we have written. the currency in which our loss reserves are denominated on our
books or regulatory requirements.

Our investment performance is subject to a variety of risks, including risks related to general economic
conditions, market volatility. interest rate fluctuations, liguidity risk and credit and default risk. Investment
guideline restrictions have been established in an effort to minimize the effect of these risks but may not always be
effective due to factors beyond our control. Interest rates are highly sensitive to many factors, including govern-
mental monetary policies, domestic and international economic and political conditions and other factors beyond
our control. A significant increase in interest rates could result in significant losses. realized or unrealized, in the
value of our investment portfolio. Additionally, with respect to some of our investments. we are subject to
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prepayment and therefore reinvestment risk. Alternative investments, such as our hedge fund investments, subject
us to restrictions on redemption, which may limit our ability 1o withdraw funds for some period of time after our
initial investment. The values of, and returns on, such investnents may alse be more volatile.

Investment Committee and Investment Manager

The investment committee of our board of directors establishes investment guidelines and supervises our
investment activity. The investment committee regularly monitors our overall investment resulis, compliance with
investment objectives and guidelines. and ultimately reports our overall investment results to the board of directors.

We have engaged aftiliates of the Goldman Sachs Funds to provide discretionary investment management
services. We have agreed to pay investment management fees based on the month-end market values of the
investments in the portfolio. The fees, which vary depending on the gmount of assets under management, are
included in net investment income. These investment management agreements are generally in force for an initial
three-year term with subsequent one-year period renewals. during which they may be terminated by either party

subject to specified notice requirements. Aiso, the investment manager of a hedge fund we invest in is a subsidiary
of AIG.

Our Portfolio
Composition as of December 31, 2006

As of December 31, 2006, our aggregate invested assets totaled approximately $6.0 bitlion. Aggregate invested
assets include cash and cash equivalents, restricted cash, fixed-maturity securities, a fund consisting of global high-
yield fixed-income securities, four hedge funds. balances receivable on sale of investments and balances due on
purchase of investments. The average credit quality of our investments is rated AA by Standard & Poor’s and Aa2
by Moody’s. Short-term: instrumenis must be rated a minimum of A-1/P-1. The target duration range is 1.25 to
3.75 years and the portfolio has a total return rather than income crientation. As of December 31, 2006, the average
duration of our investment portfolio was 2.8 years and there were approximately $6.5 million of unrealized gains in
the portfolio, net ot applicable tax. The global high-yiekd bond fund invests primarily in high-yield fixed income
securities rated below investment grade and had a fair market value of $33.0 million as of December 31, 2006. Qur
investment in the four hedge funds had a total fair market value of $229.5 million as of December 31, 2006.

The following table shows the types of securities in our portfolio, excluding cash equivalents, and their fair
market values and amortized costs as of December 31, 2006.

Amortized Unrealized Unrealized Mfl?'ll:et
Cost Gains Losses Value
($ in millions)
Type of Investment

U.S. government and agencies .. .............. $1,704.9 § 48 $ (9.6) $1.,700.1
Non-U.8. government securities . .. ............ 938 4.2 (0.7 97.3
Corporate securities .. . ....... ...y 1,322.9 2.9 (7.7} 1,318.1
Mortgage-backed securities. .. ......... ... ... 1,828.5 57 (10.3) 1,823.9
Asset-backed securities . ... ... oL L L. 238.3 0.5 0.4) 238.4
Fixed Income Sub-Total . .................... 5,188.4 18.1 (28.7) 5,177.8
Global high-yieldbond fund . ... ... ...... ... .. 27.7 5.3 — 330
Hedge funds. . .. ...... ... ... ... ... ... .... 2179 11.6 — 229.5
Total ..., .. ..., ... . . $5.434.0 $35.0 $(28.7) $5,440.3




U.S. Government and Agencies

U.S. government and agency securities are comprised primarily of bonds issued by the U.S. Treasury. the
Federal Home Loan Bank, the Federal Home Loan Mortgage Corporation and the Federal National Meortgage
Association.

Non-U.S. Government Securities

Non-1.S. government securities represent the fixed income obligations of non-U.S. governmental entities,

Corporate Securities

Corporate securities are comprised of bonds issued by corporations that on acquisition are rated A-/A3 or
higher and are diversified across a wide range of issuers and industries. The principal risks of corporate securities
arc interest rate risk and the potential loss of income and potential realized und unrealized principal losses due to
insolvencies or deteriorating credit. The largest corporate credit in our portfolio was HSBC Holdings Plc, which
represented 1.6% of aggregate invested assets and had an average rating of AA- by Standard & Poor’s, as of
December 31, 2006. We actively monitor our corporate credit exposures and have had no realized credit-related
losses to date.

Asset-Backed Securities

Assel-backed securities are purchased both to diversify the overall risks of our fixed maturity portfolio and to
provide attractive returns. Our asset-backed securities are diversified both by type of asset and by issuer and are
comprised of primarily AAA-rated bonds backed by pools of automobile loan receivables, home equity loans and
credit card receivables originated by a variety of financial institutions.

The principal risks in holding asset-backed securities are structural, credit and capital market risks. Structural
risks include the security’s priority in the issuer’s capital structure. the adequacy of and ability to realize proceeds
from the collateral and the potential for prepayments. Credit risks include consumer or corporate credits such as
credit card holders and corporate obligors. Capital market risks include the general level of interest rates and the
liquidity for these securities in the market place.

Mortgage-Backed Securities

Mortgage-backed securities are purchased to diversify our portiolio risk characteristics from primarily
corporate credit risk to a mix of credit risk and cash {low risk. However, the majority of the mortgage-backed
seeurilies in our investment portfolio have relatively low cash flow variability.

The principal risks inherent in holding mortgage-backed securities are prepayment and extension risks, which
will affect the timing of when cash flows will be received. The active monttoring of our mortgage-backed securities
mitigates exposure 1o losses from cash flow risk associated with interest rate fluctuations. Our mortgage-backed
securities are principally comprised of AAA-rated pools of residential and commercial mortgages originated by
both agency (such as the Federal National Mortgage Associationy and non-agency originators.

Hedge Funds

As of December 31, 2006 and 2005. the investment in hedge funds consisted of investments in four different
hedge funds.

The Goldman Sachs Global Alpha Hedge Fund PLC is a fund of hedge funds with an investiment objective that
secks attractive long-term, risk adjusted returns across a variety of market environments with volatility and
correlations that are lower than those of the broad equity markets. The fund allows for quarterly liquidity with a
45-day notification period.

The Goldman Sachs Liquid Trading Opportunities Fund Offshore. Lid. is a direct hedge fund with an
investment objective that seeks attractive total returns through both capital appreciation and current return from a
portfolio of investments mainly in foreign currencies, publicly traded sccuritics and derivative instruments,
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primarily in the fixed income and currency markets. 1t allows for monthly liquidity with a 15-day notification
period.

The AIG Select Hedge Fund is a fund of hedge funds with an investment objective that seeks attractive long-
term, risk-udjusted absolute returns in a variety of capital market conditions. At least three business days’ notice
prior to the last day of the month is required for any redemptions of shares of the fund at the end of the following

month.

The Goldman Sachs Multi-Strategy Portfolio VI, Lid. (the “Portfolio VI Fund™) is a fund of hedge funds with
an investment objective that seeks attractive long-term, risk-adjusted absolute returns in U.S. dollars with volatility
lower than. and with minimal correlation to. the broad equity markets. There is no specific notice period required for
liquidity, however, such liquidity is dependent upon any lock-up periods of the underlying funds’ investments. As of
December 31. 2006 and 2005. none and 4.3% of the fund’s assets, respectively, were invested in underlying funds
with a lock-up period of greater than one year.

Ratings as of December 31, 2006

The investment ratings (provided by major rating agencies) for fixed maturity securities held as of Decem-
ber 31. 2006 und the percentage of our total fixed maturity securities they represented on that date were as follows:

Percentage

of Total
Amortized Fair Market Fair Market

Cost Value Value

($ in millions)
Ratings

U.S. government and government agencies . ............. $1,704.9 $1,700.1 32.8%
AAAIAQD . ... 2,427.5 2,426.3 46.9%
AAIAL . 306.8 306.2 5.9%
AT e 702.6 699.3 13.5%
BBB/Baa ... ... 46.6 459 0.9%
Total .o $5,188.4 £5.177.8 100.0%

Maturity Distribution as of December 31, 2006

The maturity distribution for fixed maturity securities held as of December 31, 2006 was as follows:

Percentage

of Total
Amortized Fair Market Fair Market

Cost Value Yalue

(% in millions}
Maturity

Due withinone year . ... ... ... $ 1472 $ 1466 2.9%
Due after one year through five years . ........... .. ... 2.468.0 2,461.6 47.5%
Due after five years through tenyears. .. .. ... . ........ 3354 3353 6.5%
Due aflter ten Years . . . . oo oo n oot 171.0 172.0 13%
Mortgage-backed securities. .. .. ... ... . L 1.828.5 1.823.9 35.2%
Asset-backed securities . . . ... .o oo 238.3 238.4 4.6%
Ol L e $5,188.4 $5,177.8 100.0%




Investment Returns for the Year Ended December 31, 2006

Our investment returns for year ended December 31. 2006 were as follows (S in millions):

Nel investment iNCOME . . . . ... o\ttt ot e e e e e $244.4
Net realized loss on sales of Investments, . .. ... ... .t $(28.7)
Net change in unrealized gains and losses. ... ... ... . $ 320
Total net investment retUrn . . . .. ... ... ... . $247.7
Total return' ) 4.7%
Effective annualized yield™ ... ... .. ... . 4.5%

(1) Total return for our investment portfolio is calculated using beginning and ending market vatues adjusted for
external cash flows and includes unrealized gains and losses.

(2) Effective annualized yield is calculated by dividing net investment income by the average balance of aggregate
invested assets, on an amortized cost basis,

Our Principal Operating Subsidiaries

The following chart shows how our company is organized.

Allied World Assurance Company Holdings, Ltd

(Bermuda)

Allied World Assurance
Company. Ltd

Alkicd World Assurance Holdings
(Ireland) Lid

(Bermuda) (Bermuda)
Allied World Newmarketl Underwriters Allicd World Allied World Assurance Newmarket
Assurance Company Insurance Company Assurance Company Company Administrative Services
(U.5) Inc, (New Hampshire) (Europe) Limited {Reinsurancc) Limited Inc.
(Detaware) (Ireland) (lreland) (Delaware)

Allied World Assurance Company, Ltd

Our Bermuda insurance subsidiary, Allied World Assurance Company. Lid. was incorporated on November 13,
2001 and began operations on November 21, 2001. Allied World Assurance Company, Ltd is a registered Class 4
Bermuda insurance and reinsurance company and is subject to regulation and supervision in Bermuda. Senior
management and all of the staff of Allied World Assurance Company, Ltd are located in our Bermuda headquarters.

Our European Subsidiaries

On September 25. 2002, Allied World Assurance Company (Europe) Limited was incorporated as a wholly-
owned subsidiary of Allied World Assurance Holdings (Ireland) Lid. We capitalized Allicd World Assurance
Company (Europe) Limited with $30 million in capital. On October 7. 2002, Allied World Assurance Company
(Europe) Limited was authorized by the Department of Enterprise. Trade and Employment to underwrite insurance
and reinsurance from our office in Dublin. Based on its license in Ireland, Allied World Assurance Company
(Europe) Limited is able to underwrite non-life insurance business risks situated throughout the European Union,
subject to compliance with the Third Non-Life Directive of the European Union (the “Non-Life Directive™). Allied
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World Assurance Company (Europe) Limited is regulated by the Irish Financial Services Regulatory Authority (the
“Irish Financial Regulator”) and has obtained approvals to carry on business in the European Union.

Allied World Assurance Company (Europe) Limited maintains offices in Dublin and in London. and since its
formation has written business originating from Ireland, the United Kingdom and Continental Europe.

On July 18, 2003, Allied World Assurance Company (Reinsurance) Limited was incorporated as a wholly-
owned subsidiary of Allied World Assurance Holdings (Ireland) Ltd and licensed in Ireland to write reinsurance
throughout the European Union. We capitalized Allied World Assurance Company (Reinsurance) Limited with
$50 million in capital. We include the business produced by this entity in our property segment even though the
majority of the coverages written are structured as facultative reinsurance. Allied World Assurance Company
(Reinsurance) Limited was also granted a license by the U.K. Financial Services Authority on August 18, 2004 to
underwrite business directly through a branch office in London. The company writes primarily property business
directly sourced from London market producers: however, the risk location can be worldwide.

Our U.S, Subsidiaries

In July 2002, our subsidiary. Allied World Assurance Holdings (Iretand) Ltd, acquired Allied World Assurance
Company (U.S.) Inc. (formerly Commercial Underwriters Insurance Company) and Newmarket Underwriters
insurance Company, two excess and surplus lines companies formed in the States of California and New Hampshire,
respectively, from Swiss Re, an affiliate of the Securitas Capital Fund, one of our founding shareholders. Allied
World Assurance Company (U.S.) Inc. was subsequently redomiciled in the State of Delaware. Together, these two
companies are authorized or eligible to write insurance on a surplus lines basis in all states of the United States and
licensed to write insurance on an admitted basis in 15 states. Prior to January 1, 2002, these two companies
retroceded all of their insurance, reinsurance, credit and investment risk to two Swiss Re companies, their former
parent company. We thus avoided any exposure to underwriting risk related 1o the companies’ prior business.

Allied World Assurance Company (U.S.) Inc. and Newmarket Underwriters Insurance Company market
specialty property and casualty insurance products and services to a wide range of clients through a selected group
of excess and surplus lines wholesalers that have a demonstrated track record of handling difficult risks while at the
same time creating a reputation for solving problems for commercial insureds and brokers. Through these
relationships. our U.S. subsidiaries have access to the excess and surplus lines insurance markels in 50 states.
Both companies maintain administrative offices that are located in Boston, Massachusetts and New York, New York.
In addition, Allied World Assurance Company (U.S.) Inc. has opened an office in San Francisco. California, and
Newmarket Underwriters Insurance Company has opened an office in Chicago, lllinois. We also began to develop a
U.S. programs initiative and are pursuing partnerships with qualified program administrators to offer additional
excess and surplus lines business.

Newmarket Underwriters Insurance Company is currently applying for licenses in various states so that it may
offer directors and officers liability and excess casualty coverage on an admitted basis. Florida, Georgia. Nllinois,
Indiana. Maryland. Michigan. Minnesota. Missouri, Ohio. Pennsylvania and Texas recently issued Newmarket
Underwriters Insurance Company a license.

Newmarket Administrative Services, Inc. was incorporated on November 22, 2006 and its activities are limited
to providing certain administrative services to various subsidiaries of our company.

Our Employees
As of February 28. 2007, we had a total of 279 full-time employees of which 162 worked in Bermuda, 71 in the
United States and 46 in Europe. We believe that our employee relations are good. No employees are subject to

collective bargaining agreements,
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Regulatory Matters

General

The business of insurance and reinsurance is regulated in most countries. although the degree and type of
regulation varies significantly from one jurisdiction to another. Qur insurance subsidiaries are required Lo comply
with a wide variety of laws and regulations applicable to insurance and reinsurance companies. both in the
Jurisdictions in which they are organized and where they sell their insurance and reinsurance products.

The insurance and regulatory enviromment. in particular for offshore insurance and reinsurance companies. has
become subject to increased scrutiny in many jurisdictions. including the United States. various states within the
United States and the United Kingdom. In the past. there have been Congressional and other initiatives in the
United States regarding increased supervision and regulation of the insurance industry, including proposals to
supervise and regulute offshore reinsurers. For example, in response 1o the tightening of supply in some insurance
and reinsurance markets resulting from. among other things. the World Trade Center tragedy. the TRIA and the
Terrorism Risk [nsurance Extension Act of 2005 (the “TRIA Extension™) were enacted to ensure the availability of
insurance coverage tor terrorist acts in the United States. This law establishes a federal assistance program through
the end of 2007 to help the commercial property and casualty insurance industey cover claims related to future
terrorism related losses and regulates the terms of insurance relating to terrorism coverage. The TRIA. and the TRIA
Extension have had little impact on our business because few clients are purchasing this coverage.

Bermuda
General

The Insurance Act 1978 of Bermuda and related regulations. as amended (the “Insurance Act™). regulaies the
insurance and reinsurance business of Allied World Assurance Company. Ltd. The Insurance Act provides that no
person may carry on any insurance business in or from within Bermuda unless registered as an insurer by the
Bermuda Monetary Authority (the “BMA™). Allied World Assurance Company, Ltd has been registered as a Class 4
insurer by the BMA. By contrast, Allied World Assurance Company Holdings, Ltd is a holding company, and as
such is not subject to Bermuda insurance regulations. The BMA, in deciding whether to grant registration, has broad
discretion to act as it thinks fit in the public interest. The BMA is required by the Insurance Act to determine whether
the applicant is a fitand proper body to be engaged in the insurance business and. in particular. whether it has. or has
available to it. adequate knowledge and expertise to operate an insurance business, The continued registration of an
applicant as an insurer is subject to its complying with the terms of its registration and any other conditions the BMA
may impose from time to time.

An Insurance Advisery Committee appointed by the Bermuda Minister of Finance advises the BMA on
matters connected with the discharge of the BMA's functions. Subcommittees of the Insurance Advisory Com-
mittee advise on the law and practice of insurance in Bermuda. including reviews of accounting and administrative
procedures. The day-to-day supervision of insurers is the responsibility of the BMA. The Insurance Act also
imposes on Bermuda insurance companies solvency and liquidity standards and auditing and reporting require-
ments and grants the BMA powers (o supervise. investigate. reguire information and the production of documents
and intervene in the affairs of insurance companies. Some significant aspects of the Bermuda insurance regulatory
framework are set forth below.

Classification of Insurers

The Insurance Act distinguishes between insurers carrying on long-term business and insurers carrying on
general business. There are four classifications of insurers carrying on general business, with Class 4 insurers
subject to the strictest regulation. Allied World Assurance Company. Ltd. which is incorporated to carry on general
insurance and reinsurance business, is registered as a Class 4 insurer in Bermudu and is regulated as that class of
insurer under the Insurance Act. Allied World Assurance Company. Ltd is not licensed to carry on long-term
business. Long-term business broadly includes life insurance and disability insurances with terms int excess of five
years. General business broadly includes all types of insurance that is not long-term.
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Principal Representative

An insurer is required to maintain a principal office in Bermuda and to appoint and maintain a principal
representative in Bermuda. For the purpose of the Insurance Act, Allied World Assurance Company, Ltd’s principal
office is its executive offices in Pembroke, Bermuda, and its principal tepresenative is Joan H. Dillard, our Chief
Financial Officer. Without a reason acceptable to the BMA, an insurer may not terminate the appointment of its
principal representative, and the principal representative may not cease to act in that capacity. unless the BMA is
given 30 days written notice of any intention to do so. It is the duty of the principal representative, upon reaching the
view that there is a likelihood that the insurer will become insolvent or that a reportable “event” has, to the principal
representative's knowledge, occurred or is believed to have occurred, to forthwith notify the BMA of that fact and
within 14 days therefrom to make a report in writing to the BMA setting forth all the particulars of the case that are
available to the principal representative. For example, any failure by the insurer to comply substantiaily with a
condition imposed on the insurer by the BMA relating to a solvency margin or a liquidity or other ratio would be a
reportable “event.”

Independent Approved Auditor

Every registered insurer must appoint an independent auditor who will audit and report annually on the
statutory financial statements and the statutory financial return of the insurer, both of which, in the cuse of Allied
world Assurance Company, Lid, are required to be filed annually with the BMA. Allied World Assurance
Company, Ltd’s independent auditor must be approved by the BMA and may be the same person or firm that audits
our company’s consolidated financial statements and reports for presentation to its shareholders.

Loss Reserve Specialist

As a registered Class 4 insurer, Allicd World Assurance Company, Ltd is required to submit the opinion of its
approved loss reserve specialist with its statutory financial return in respect of its losses and loss expenses
provisions. The loss reserve specialist, who will normally be a qualified casualty actuary, must be approved by the
BMA. Marshall J. Grossack, our Chief Corporate Actuary, is our approved loss reserve specialist.

Statutory Financial Statements

An insurer must prepare annual statutory financial statements. The Insurance Act prescribes rules for the
preparation and substance of these statements, which include, in statutory form, a balance sheet, an income
statement, a statement of capital and surplus and related notes. The insurer is required to give detailed information
and analyses regarding premiums, claims, reinsurance and investments. The statutory financial statements are not
prepared in accordance with accounting principles generally accepted in the United States and are distinct from the
financial statements prepared for presentation to the insurer’s shareholders under the Companies Act 1981 of
Bermuda (the “Companies Act”) (those financial statements, in the case of Allied World Assurance Company
Holdings, Ltd, will be prepared in accordance with accounting principles generally accepted in the United States of
America (“U.S. GAAP™)). As a general business insurer, Allied World Assurance Company, Ltd is required to
submit the annual statutory financial statements as part of the annual statutory financial return. The statutory
financial statements and the statutory financial return do not form part of the public records maintained by the
BMA.

Annual Statutory Financial Return

Allied World Assurance Company, Ltd is required to file with the BMA a statutory financial return no later
than four months after its financial year end (unless specifically extended upon application to the BMA). The
statutory financial return for a Class 4 insurer includes, among other matters, a report of the approved independent
auditor on the statutory financial statements of the insurer, solvency certificate, declaration of statutory ratios, the
statutory financial stateraents, the opinion of the loss reserve specialist and a schedule of reinsurance ceded. The
solvency certificate must be signed by the principal representative and at least two directors of the insurer certifying
that the minimum sclvency margin has been met and whether the insurer complied with the conditions attached to
its certificate of registration. The approved independent auditor is required to state whether, in its opinion, it was
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reasonable for the directors to make this certification. If an insurer’s accounts have been audited for any purpose
other than compliance with the Insurance Act. a statement to that effect must be filed with the statutory financial
returm.

Minimum Solvency Margin and Restrictions on Dividends and Distributions

Under the Insurance Act, the value of the general business assets of a Class 4 insurer. such as Allied World
Assurance Company, Ltd, must exceed the amount of its general business liabilities by an amount greater than the
prescribed minimum solvency margin.

Allied World Assurance Company, Lul:

* isrequired. with respect to its general business, to maintain a minimum solvency margin equal to the greatest
of (1} $100.000.000. (2) 50% of net premiums written (being gross premiums written less any premiums
ceded, but the company may not deduct more than 25% of gross premiums written when computing net
premiums writlen) and (3) 15% of net losses and loss expense reserves:

* is prohibited from declaring or paying any dividends during any financial year if it is in breach of its
minimum solvency margin or minimum liquidity ratio or if the declaration or payment of those dividends
would cause it to fail to meet that margin or ratio (and if it has failed to meet its minimum solvency margin or
minimum liquidity ratio on the last day of any financial year, Allied World Assurance Company, Ltd would
be prehibited, without the approval of the BMA, from declaring or paying any dividends during the next
financial year);

* is prohibited from declaring or paying in any financial year dividends of more than 25% of its total statutory
capital and surplus (as shown on its previous financial year’s statutory balance sheet) unless it files with the
BMA (at least seven days before payment of those dividends) an affidavit stating that it will continue to meet
the required margins;

* is prohibited. without the approval of the BMA, from reducing by 15% or more its total statutory capital as
set out in its previous vear's financial statements. and any application for an approval of that type must
include an affidavit stating that it will continue to meet the required margins; and

* is required, at any time it fails to meet its solvency margin, within 30 days (45 days where total statutory
capital and surplus falls to $75 million or less) after becoming aware of that failure or having reason to
believe that a failure has occurred, to file with the BMA a written report containing specified information,

Additionally, under the Companies Act, Allied World Assurance Company Holdings, Lid and Allied World
Assurance Company. Ltd may not declare or pay a dividend if Allied World Assurance Company Holdings, Lid or
Allied World Assurance Company. Lid. as applicable, has reasonable grounds for believing that it is. or would after
the payment be, unable to pay its liabilities as they become due. or that the realizable value of its assets would
thereby be less than the aggregate of its liabilities and its issued share capital and share premium accounts,

Minimum Liguidity Ratio

The Insurance Act provides a minimum liquidity ratio for general business insurers like Allied World
Assurance Company, Lid. An insurer engaged in general business is required to maintain the value of its relevant
assets at not less than 75% of the amount of its relevant liabilities. Relevant assets include cash and time deposits,
quoted investments, unquoted bonds and debentures, first liens on real estate, investment income due and accrued.
accounts and premiums receivable and reinsurance balances receivable. There are specified categories of assets
which, unless specifically permitted by the BMA. do not automatically qualify as relevant assets, such as unquoted
equity securities, investments in and advances to affiliates and real estate and collateral loans. The relevant
liabilities are total general business insurance reserves and total other liabilities less deferred income 1ax and sundry
lhabilities (by interpretation. those not specifically defined).
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Supervision, Investigation and Intervention

The BMA may appoint an inspector with extensive powers to investigate the affairs of Allied World Assurance
Company, Ltd if the BMA believes that an investigation is in the best interests of its policyholders or persons who
may become policyholders. In order to verify or supplement information otherwise provided to the BMA, the BMA
may direct Allied World Assurance Company, Ltd to produce documents or information relating to matters
connected with its business. In addition, the BMA has the power to require the production of documents from any
person who appears to be in possession of those documents. Further, the BMA has the power, in respect of a person
registered under the Insurance Act, to appoint a professtonal person to prepare a report on any aspect of any matter
about which the BMA has required or could require information. If it appears to the BMA to be desirable in the
interests of the clients of a person registered under the Insurance Act, the BMA may also exercise the foregoing
powers in relation to any company which is, or has at any relevant time been, (1} a parent company, subsidiary
company or related company of that registered person. (2) a subsidiary company of a parent company of that
registered person, (3) a parent company of a subsidiary company of that registered person or (4) a company in the
case of which a shareholder controller of that registered person, either alone or with any associate or associates,
holds 50% or more of the shares or is entitled to exercise, or control the exercise, of more than 50% of the voting
power at a general meeting of shareholders.

If it appears to the BMA that there is a risk of Allied World Assurance Company, 1td becoming insolvent, or
that Allied World Assurance Company, Ltd is in breach of the Insurance Act or any conditions imposed upon its
registration, the BMA may, among other things, direct Allied World Assurance Company, Ltd (1) not to take on any
new insurance business, (2) not to vary any insurance if the effect would be to increase its liabilities, {3} not to make
specified investments, (4) to liquidate specified investments, (3) to maintain in, or transfer to the custody of a
specified bank, certain assets, (6) not to declare or pay any dividends or other distributions or to restrict the making
of those payments and/or (7} to limit Altied World Assurance Company, Ltd's premium income. The BMA
generally meets with each Class 4 insurance company on a voluntary basis, every two years.

Disclosure of Information

In addition to powers under the Insurance Act to investigate the affairs of an insurer, the BMA may require an
insurer (or certain other persons) to produce specified information. Further, the BMA has been given powers to
assist other regulatory authorities, including foreign insurance regulatory authorities, with their investigations
involving insvrance and reinsurance companies in Bermuda but subject to restrictions. For example, the BMA must
be satisfied that the assistance being requested is in connection with the discharge of regulatory responsibilities of
the foreign regulatory authority. Further, the BMA must consider whether cooperation is in the public interest. The
grounds for disclosure are limited and the Insurance Act provides sanctions for breach of the statutory duty of
confidentiality. Under the Companies Act, the Minister of Finance has been given powers to assist a foreign
regulatory authority which has requested assistance in connection with enquiries being carried out by it in the
performance of its regulatory functions. The Minister’s powers include requiring a person to furnish him or her with
information, to produce documents to him or her, to aitend and answer questions and to give assistance in
connection with enquiries. The Minister must be satisfied that the assistance requested by the foreign regulatory
authority is for the purpose of its regulatory functions and that the request is in relation to information in Bermuda
which a person has in his possession or under his control. The Minister must consider, among other things, whether
it is in the public interest to give the information sought.

Shareholder Controllers

Any person who. directly or indirectly, becomes a holder of at least 10%. 20%. 33% or 50% of the common
shares of Allied World Assurance Company Holdings, Ltd must notify the BMA in writing within 45 days of
becoming such a holder or 30 days from the date they have knowledge of having such a holding, whichever is later.
The BMA may. by written notice, object to such a person if it appears to the BMA that the person is not fit and
proper to be such a holder. The BMA may require the holder to reduce their holding of common shares in Allied
World Assurance Company Holdings, Ltd and direct. among other things, that voting rights attaching to the
common shares shall not be exercisable. A person that does not comply with such a notice or direction from the
BMA will be guilty of an offense.
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For so long as Allied World Assurance Company Holdings. Ltd has an insurance subsidiary registered under
the Insurance Act. the BMA may at any time. by written notice, object to a person holding 10% or more of its
common shares if it appears to the BMA that the person is not or is no longer fit and proper to be such a holder. In
such a case, the BMA may require the shareholder to reduce its holding of common shares in Allied World
Assurance Company Holdings, Ltd and direct, among other things. that such shareholder’s voting rights attaching to
the comman shares shall not be exercisable. A person who does not comply with such a notice or direction from the
BMA will be guilty of an offense.

Selected Other Bermuda Law Considerations

Although we, Allied World Assurance Company, Ltd and Allied World Assurance Holdings (Ireland) Ltd are
incorporated in Bermuda. each is classified as a non-resident of Bermuda for exchange control purposes by the
BMA. Pursuant to the non-resident status. we, Allied World Assurance Company, Ltd and Allied World Assurance
Holdings (Irelund) Ltd may engage in transactions in currencies other than Bermuda dollars and there are no
restrictions on our ability to transfer funds (other than funds denominated in Bermuda dollars) in and out of
Bermuda or 1o pay dividends to U.S. residents who are holders of its common shares.

Under Bermuda law. exempted companies are companies formed for the purpose of conducting business
outside Bermuda from a principal place of business in Bermuda. As exempted companics, we, Allied World
Assurance Company, Ltd and Allied World Assurance Holdings (Ircland) Ltd may not. without the express
authorization of the Bermuda legislature or under a license or consent granted by the Minister of Finance.
participate in specificd business transactions, including (1) the acquisition or holding of land in Bermuda (except
that held by way of lease or tenancy agreement which is required for its business and held for a term not exceeding
50 years. or which is used to provide accommodation or recreational facilities for its officers and employees and
heid with the consent of the Bermuda Minister of Finance. for a term not exceeding 21 years), (2) the taking of
mortgages on land in Bermuda to secure an amount in excess of $50.000 or (3) the carrying on of business of any
kind for which it is not licensed in Bermuda. except in limited circumstances including doing business with another
exempted undertaking in furtherance of our business or Allied World Assurance Company, Ltd's and Allied World
Assurance Holdings ([reland) Lid's business. as applicable, carried on outside Bermuda. Allied World Assurance
Company. Ltd is a licensed insurer in Bermuda, and so may carry on activities from Bermuda that are related 1o and
in support of its insurance business.

Allied World Assurance Company Holdings. Lid. Allied World Assurance Company, Lid and Allied World
Assurance Holdings (Ireland) Ltd are not currently subject to taxes computed on profits or income or computed on
any capital asset, gain or appreciation. or any tax in the nature of estate duty or inheritance tax or to any foreign
exchange controls in Bermuda.

Ireland

Since October 2002, Allied World Assurance Company (Europe) Limited. an insurance company with its
principal office in Dublin. Treland. has been authorized as a non-life insurance undertaking. Allied World Assurance
Company (Ewrope) Limited is regulated by the Irish Financial Regulator pursuant to the Insurance Acts 1909 1o
2000. the Central Bank and Financial Services Authority of Ireland Acts 2003 and 2004, and all statutory
mstruments retating to insurance made or adopted under the European Communities Acts 1972 1o 2006 (the “Irish
[nsurance Acts and Regulations™). The Non-Life Directive established a common framework (or the authorization
and regulation of non-life insurance undertakings within the European Union. The Non-Life Directive permits non-
life insurance undertakings authorized in a member state of the European Union to operate in other member states of
the European Union either directly from the home member state (on a services basis) or through local branches (by
way of permanent establishment). Allied World Assurance Company (Europe) Limited established a branch in the
United Kingdom on May 19. 2003 and operates on a freedom to provide services basis in other European Union
member states.

On July I8, 2003, Allied World Assurance Company (Reinsurance) Limited was incorporated as a wholly-
owned subsidiary of Allied World Assurance Holdings (Ireland) Lid and licensed in Ircland o write reinsurance
throughout the European Union. We capitalized Allied World Assurance Company (Reinsurance) Limited with
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%50 million in capital. We include the business produced by this entity in our property segment even though the
majority of the coverages written are structured as facultative reinsurance. Allied World Assurance Company
(Reinsurance) Limited was granted a license by the U.K. Financial Services Authority on August 18, 2004 to
underwrite business through a branch office in the United Kingdom.

United States
Our U.S. Subsidiaries

Allied World Assurance Company (U.S.) Inc., a Delaware domiciled insurer, und Newmarket Underwriters
Insurance Company, a New Hampshire domiciled insurer, are together licensed or surplus line eligible in all states
including the District of Columbia. Allied World Assurunce Company (U.S.) Inc. is licensed in three states.
including Delaware, its state of domicile, and surplus lines eligible in 48 jurisdictions, including the District of
Columbia. Newmarket Underwriters [nsurance Company is licensed in 12 states, including New Hampshire, its
state of domicile. and surplus lines eligible in three states. As U.S. licensed and authorized insurers, Allied World
Assurance Company (U.S.) Inc, and Newmarket Underwriters Insurance Company are subject to considerable
regulation and supervision by state insurance regulators, The extent of regulation varies but generally has its source
in statutes that delegate regulatory, supervisory and administrative authority 1o a department of insurance in each
state. Among other things, state insurance commissioners regulate insurer selvency standards, insurer and agent
licensing, authorized investments, premium rates, restrictions on the size of risks that may be insured under a single
policy, loss and expense reserves and provisions for unearned premiums, and deposits of securities for the benefit of
policyholders. The states™ regulatory schemes also extend to policy form approval and market conduct regulation,
including the use of credit information in underwriting and other underwriting and claims practices. In addition,
some slates have enacted variations of competitive rate making laws. which allow insurers to set premium rates for
certain classes of insurance without obtaining the prior approval of the state insurance department. State insurance
departments also conduct periodic examinations of the affairs of authorized insurance companies and require the
filing of annual and other reports relating to the financial condition of companies and other matters. Both Allied
World Assurance Company (U.S.) Inc. and Newmarket Underwriters Insurance Company recently completed
financial examination with their domiciliary regulators. The Report of Examination of both companies contained no
negative findings.

Holding Company Regulation,  We and our .S, insurance subsidiaries are subject to regulation under the
insurance holding company laws of certain states. The insurance holding company. laws and regulations vary from
state to state, but generally require licensed insurers that are subsidiaries of insurance holding compantes to register
and file with state regulatory authorities certain reports including information concerning their capital structure,
ownership. financial condition and general business operations. Generally. all transactions invelving the insurers in
a holding company system and their affiliates must be fair and. if material. require prior notice and approval or non-
disapproval by the state insurance department. Further, state insurance holding company laws typically place
limitations on the amounts of dividends or other distributions payable by insurers. Payment of ordinary dividends by
Allied World Assurance Company (U.S.) Inc. requires prior approval of the Delaware Insurance Commissioner
unless dividends will be paid out of “earned surplus.” “Earned surplus™ is an amount equal to the unassigned funds
of an insurer as set forth in the most recent annual statement of the insurer including all or part of the surplus arising
tfrom unrealized capital gains or revaluation of assets. Extraordinary dividends generally require 30 days prior
notice to and non-disapproval of the Insurance Commissioner before being declared. An extraordinary dividend
includes any dividend whose fair market value together with that of other dividends or distributions made within the
preceding 12 months exceeds the greater of: (1) 10% of the insurer’s surplus as regards policyholders as of
December 31 of the prior year, or (2) the net income of the insurer, not including realized capital gains, for the
{2-month period ending December 31 of the prior year, but does not include pro rata distributions of any class of the
insurer’s own securities.

Newmarket Underwriters Insurance Company may declare an ordinary dividend only upon 15 days prior
notice to the New Hampshire Insurance Commissioner and if its surplus as regards policyholders is reasonable in
relation to its outstanding liabilities and adequate to its financial needs. Extraordinary dividends generally require
30) days notice 1o and non-disapproval of the Insurance Commissioner before being declared. An extraordinary
dividend includes a dividend whose fair market value together with that of other dividends or distributions made
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within the preceding 12 months exceeds 10% of such insurer’s surplus as regards policyholders as of December 31
of the prior year.

State insurance holding company faws also require prior notice and state insurance department approval of
changes in control of an insurer or its holding company. Any purchaser of 10% or more of the outstanding voting
securities of an insurance company or its holding company is presumed to have acquired control, unless this
presumption is rebutted. Therefore. an investor who intends to acquire 10% or more of our outstanding voting
securities may need to comply with these laws and would be required to file notices and reports with the Delaware
and New Hampshire Insurance Departments before such acquisition.

Guaranty Fund Assessmenis.  Virtually all states require licensed insurers to participate in various forms of
guaranty associations in order to bear a portion of the loss suffered by certain insureds caused by the insolvency of
other insurers. Depending upon state law, insurers can be assessed an amount that is generally equal to between 1%
and 2% of the annual premiums written for the relevant lines of insurance in that state to pay the claims of insolvent
insurers. Most of these assessments are recoverable through premium rates, premium tax credits or policy
surcharges. Significant increases in assessments could limit the ability of our insurance subsidiaries to recover
such assessments through tax credits. In addition, there have been legislative efforts to limit or repeal the tax offset
provisions, which efforts, to date, have been generally unsuccessful. These assessments may increase or decrease in
the future depending upon the rate of insolvencies of insurance companies.

Involuntary Pools.  In the states where they are licensed, our insurance subsidiaries are also required to
participate in various involuntary assigned risk pools, principally involving workers’ compensation and automobile
insurance, which provide various insurance coverages to individuals or other entities that otherwise are unable 1o
purchase such coverage in the voluntary market, Participation in these pools in most states is generally in proportion
1o voluntary writings of related lines of business in that state.

Risk-Based Capital.  U.S. insurers arc also subject to risk-based capital (or RBC) guidelines which provide a
method to measure the total adjusted capital (statutory capital and surplus plus other adjustments) of insurance
companies taking into account the risk characteristics of the company’s investments and products. The RBC
formulas establish capital requirements for four categories of risk: asset risk, insurance risk, interest rate risk and
business risk. For each category. the capital requirement is determined by applying factors to asset, premium and
reserve items. with higher factors applied to items with greater underlying risk and lower factors for less risky items.
Insurers that have less statutory capital than the RBC calculation requires are considered to have inadequate capital
and are subject to varying degrees of regulatory action depending upon the level of capital inadequacy. The RBC
formulas have not been designed to differentiate among adequately capitalized companies that operate with higher
levels of capital. Therefore, it is inappropriate and ineffective to use the formulas to rate or to rank such companies.
Our U.S. insurance subsidiaries have satisfied the RBC formula since their acquisition and have exceeded all
recognized industry solvency standards. As of December 31, 2006, all of our U.S. insurance subsidiaries had
adjusted capital in excess of amounts requiring company or regulatory action.

NAIC Ratios.  The NAIC Insurance Regulatory Information System. or IRIS, was developed to help state
regulators identify companies that may require special attention. IRIS is comprised of statistical and analytical
phases consisting of key financial ratios whereby financial examiners review annual statutory basis statements and
financial ratios. Each ratio has an established “usual range™ of results and assists state insurance departments in
executing their statutory mandate to oversee the financial condition of insurance companies. A ratio result falling
outside the usual range of RIS ratios is not considered a failing result; rather unusual values are viewed as part of
the regulatory early monitoring system. Furthermore, in some years, it may not be unusual for financially sound
companies to have several ratios with results outside the usual ranges. An insurance company may fall out of the
usual range for one or more ratios because of specific transactions that are in themselves immaterial. Generally, an
insurance company will become subject to regulatory scrutiny and may be subject to regulatory action it it falls
outside the usual ranges of four or more of the ratios.

Surplus Lines Regulation.  The regulation of Allied World Assurance Company (U.S.) Inc. and Newmarket
Underwriters Insurance Company as excess and surplus lines insurers differs significantly from their regulation as
licensed or authorized insurers in several states. The regulations governing the surplus lines market have been
designed to facilitate the procurement of coverage through specially licensed surplus lines brokers for hard-to-place
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risks that do not fit standard underwriting criteria and are otherwise eligible Lo be written on a surplus lines basis. In
particular, surplus lines regulation generally provides for more flexible rules relating to insurance rates and forms.
However, strict regulations apply to surplus lines placements under the laws of every state, and slate insurance
regulations generally require that a risk be declined by three licensed insurers before it may be placed in the surplus
lines market. Initial eligibility requirements and annual re-qualification standards and filing obligations must also
be met. In most states. surplus lines brokers are responsible for collecting and remitting the surplus lines tax payable
to the state where the risk is located. Companies such as Allied World Assurance Company (U.S.} Inc. and
Newmarket Underwriters Insurance Company which conduct business on a surplus lines basis in a particular state
are generally exempt from that state’s guaranty fund laws and from participation in its involuntary pools.

Federal Initiatives.  Although the U.S. federal government typically does not directly regulate the business of
insurance. federal initiatives often have an impact on the insurance industry. For example, new federal legislation,
the Nonadmitted and Reinsurance Reform Act of 2007 (the “NRRA™), has been introduced in the U.S. House of
Representatives (o streamline the regulation of surplus lines insurance and reinsurance. If enacted in its current
form, the NRRA would, among other things, (i) grant sole regulatory authority with respect to the placement of non-
admitted insurance to the policyholder’s home state, (ii) limit states to uniform standards for surplus lines eligibility
in conformity with the NAIC Nonadmitted Insurance Model Act, (iii) establish a streamlined insurance procure-
ment process for exempt commercial purchasers by eliminating the requirement that brokers conduct a due
diligence search to determine whether the insurance is available from admitted insurers: (iv) establish the domiciie
state of the ceding insurer as the sole regulatory authority with respect to credit for reinsurance and solvency
determinations if such state is an NAIC-accredited state or has financial solvency requirements substantially similar
to those required for such accreditation; and (v) require that premium taxes related to non-admitted insurance only
be paid to the policyholder’s home state, although the states may enter into a compact or establish procedures to
allocate such premium taxes among the states.

In addition, the Insurance Industry Competition Act of 2007 (the “I[ICA™) has been introduced in the
U.S. Senate and the U.S. House of Representatives. The IICA, if enacted in its current form, would remove
the insurance industry’s antitrust exemption created by the McCarran-Ferguson Act. which provides that insurance
companies are exempted from federal antitrust law so long as they are regulated by state law, absent boycott,
coercion or intimidation. If enacted in its current form, the IICA would, among other things, (i) effect a different
judicial standard providing that joint conduct by insurance companies, such as price sharing, would be subject to
scratiny by the U.S. Department of Justice unless the conduct was undertaken pursuant to a clearly articulated state
policy that is actively supervised by the state and (ii) delegate authority to the Federal Trade Commission to identify
insurance industry practices that are anti-competitive.

We are unable to predict whether any of the foregoing proposed legislation or any other proposed laws and
regulations will be adopted, the form in which any such laws and regulations would be adopted. or the effect, if any,
these developments would have on our operations and financial condition.

In 2002. President George W. Bush signed TRIA into law. TRIA provides for the federal government to share
with the insurance industry the risk of loss arising from future acts of terrorism. Participation in the program for
1U.8. commercial property and casualty insurers is mandatory. Each participating insurance company must pay
covered losses equal to a deductible based on a percentage of direct earned premiums for specified commercial
insurance lines from the previous calendar year. Prior to 2007, a federal backstop covered 90 percent of losses in
excess of the company deductible subject to an annual cap of $100 billion. While TRIA appears to provide the
property and casualty sector with an increased ability to withstand the effect of potential terrorist events, any
company's results of operations or equity could nevertheless be materially adversely impacted, in light of the
unpredictability of the nature, severity or frequency of such potential events. TRIA was originally scheduled to
expire at the end of 2005 but the President of the United States signed the TRIA Extension into law on December 22,
2005 extending TRIA, with some amendments, through December 31, 2007. Several provisions of TRIA were
changed by the TRIA Extension including: increases in the individual company deductible to 17.5 percent in 2006
and 20 percent in 2007; reduction in the federal share of compensation in excess of a company’s deductible to
85 percent in 2007 and the addition of a requirement that aggregate industry insured losses resulting from a
certified act of terrorism after March 31, 2006 exceed $30 million in 2006 and $100 million in 2007 in order to
trigger federal participation in excess of a company’s deductible. Congress is considering both temporary and
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permanent extensions to TRIA beyond December 31, 2007, However, there are no assurances that TRIA will be
extended beyond 2007 on either a temporary or permanent basis and its expiration could have an adverse effect on
our clients, the industry or us.

Available Information

We maintain a website at www.awac.com. The information on our website is not incorporated by reference in
this Annual Report on Form [0-K.

We make and will continue to make available. free of charge through our website, our financial information.
including the information contained in our Annual Reports on Form 10-K. Quarterly Reports on Form 10-Q and
Current Reports on Form 8-K filed or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of
1934, as amended (the "Exchange Act™). as soon as reasonably practicable after we electronically file such material
with, or furnish such material to. the SEC. We also make available. free of charge from our website, our Audit
Committee Charter, Compensation Commitiee Charter. Investment Committee Charter. Nominating & Corporate
Governance Committee Charter, Corporate Governance Guidelines, Code of Ethics for CEQ and Senior Financial
Oftficers and Code of Business Conduct and Ethics. Such information is also available in print for any shareholder
who sends a request to Allied World Assurance Company Holdings, Lid, 27 Richmond Road. Pembroke HM 08,
Bermuda. attention Wesley D. Dupont. Secretary. Reports and other information we file with the SEC may also be
viewed at the SEC’s webite at www.sec.gov or viewed or obtained at the SEC Public Reference Room at 100 F
Street, N.E., Washington, DC 20549, Information on the operation of the SEC Public Reference Room may be
obtained by calling the SEC w 1-800-SEC-033().

Item LA. Risk Factors.

Factors that could cause our actual results 1o differ materially from those in the forward-looking statements
contained in this Annual Report on Form 10-K and other documents we file with the SEC include the following:

Risks Related to Our Company

Downgrades or the revocation of our financial strength ratings would affect our standing among brokers
and customers and may cause our premiums and earnings lo decrease.

Ratings have become an increasingly important factor in establishing the competitive position of insurance and
reinsurance companies. Each of our principal operating insurance subsidiaries has been assigned a financial
strength rating of “A” (Excellent) from A.M Best and “A—" (Strong) from Standard & Poor’s. Allied World
Assurance Company. Lid and our U.S. operating insurance subsidiaries are rated A2 (Good) by Moody's. Each
rating is subject to periodic review by, and may be revised downward or revoked at the sole discretion of, the rating
agency. If the rating of any of our subsidiaries is revised downwurd or revoked, our competitive position in the
insurance and reinsurance industry may suffer, and it may be more difficult for us to market our products.
Specifically, any revision or revocation of this kind could result in a significant reduction in the number of insurance
and reinsurance contracts we write and in a substantial loss of business as customers and brokers that place this
business mave to competitors with higher financial strength ratings,

Additionally. it is increasingly common for our reinsurance contracts to contain terms that would allow the
ceding companies to cancel the contract for the portion of our obligations if our insurance subsidiaries are
downgraded below an A— by A.M. Best. Whether a ceding company would exercise this cancellation right would
depend. among other factors. on the reason for such downgrade, the extent of the downgrade. the prevailing market
conditions and the pricing and availability of replacement reinsurance coverage. Therefore. we cannot predict in
advance the extent to which this cancellation right would be exercised, if at all. or what effect any such cancellations
would have on our financial condition or future operations, but such effect couid be material.

We also cannot assure you that A M. Best. Standard & Poor’s or Moody s will not downgrade our insurance
subsidiaries.
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Actual claims may exceed our reserves for losses and loss expenses.

Our success depends on our ability to accurately assess the risks associated with the businesses that we insure
and reinsure. We establish loss reserves to cover our estimated liability for the payment of all losses and loss
expenses incurred with respect to the policies we write. Loss reserves do not represent an exact calculation of
liability. Rather, loss reserves are estimates of what we expect the ultimate resolution and administration of claims
will cost. These estimates are based on actuarial and statistical projections and on our assessment of currently
available data, as well as estimates of future trends in claims severity and frequency, judicial theories of liability and
other factors. Loss reserve estimates are refined as experience develops and claims are reported and resolved.
Establishing an appropriate level of loss reserves is an inherently uncertain process. It is therefore possible that our
reserves ul any given time will prove to be inadequate.

To the extent we determine that actual losses or loss expenses exceed our expectations and reserves reflected in
our financial statements, we will be required to increase our reserves to reflect our changed expectations, This could
cause a material increase in our liabilities and a reduction in our profitability, including operating losses and a
reduction of capital. Our results for the year ended December 31, 2006 included $135.9 million and $25.2 million of
favorable and adverse development. respectively, of reserves relating to losses incurred for prior accident years. In
comparison, for the year ended December 31, 2005, our results included $72.1 million of adverse development of
reserves (which included $62.5 million of adverse development from 2004 catastrophes) and $121.1 million of
favorable development relating to losses incurred for prior accident years. Our results for the year ended
December 31, 2004 included $81.7 million of favorable development and $2.3 million of adverse reserve
development.

We have estimated our net losses from catastrophes based on actuarial analysis of claims information received
to date, industry modeling and discussions with individual insureds and reinsureds. Accordingly, actual losses may
vary from those estimated and will be adjusted in the period in which further information becomes available. Based
on our current estimate of losses related to Hurricane Katrina, we believe we have exhausted our $135 million of
property catastrophe reinsurance protection with respect to this event, leaving us with more limited reinsurance
coverage available pursuant to our two remaining property quota share treaties should our Hurricane Katrina losses
prove to be greater than currently estimated. Under the two remaining quota share treaties, we ceded 45% of our
general property policies and 66% of our energy-related property policies. As of December 31, 2006, we had
estimated gross losses related to Hurricane Katrina of $559 million. Losses ceded related to Hurricane Katrina were
$135 million under the property catastrophe reinsurance protection and approximately $153 million under the
property quota share treaties.

The impact of investigations of possible anti-competitive practices by the company may impact our results
of operations, financial condition and financial strength ratings.

On or about November 8. 2005, we received a Civil Investigative Demand (“CID") from the Antitrust and Civil
Medicaid Fraud Division of the Office of the Attorney General of Texas, relating to an investigation into (1} the
possibility of restraint of trade in one or more markets within the State of Texas arising out of our business
relationships with AIG and Chubb. and (2) certain insurance and insurance brokerage practices, including those
relating to contingent commisstons and false quotes. which are also the subject of industry-wide investigations and
class action litigation. Specifically, the C1D seeks information concerning our relationship with our investors, and in
particular, AIG and Chubb, including their role in our business, sharing of business information and any agreements
not to compete. The CID also seeks information regarding (1) contingent commission, placement service or other
agreements that we may have had with brokers or producers, and (ii} the possibility of the provision of any non-
competitive bids by us in connection with the placement of insurance. We are cooperating in this ongoing
investigation, and we have produced documents and other information in response to the CID. Based on our
discussions with representatives of the Attorney General of Texas, the investigation is currently expected to proceed
to a settlement. This is likely to result in certain payments that would be adverse to us. Based on our discussions, we
have reserved $2.1 million for settlement payments to be made to the State of Texas. The outcome of the
investigation may form a basis for investigations. civil litigation or enforcement proceedings by other state
regulators. by policyholders or by other private parties, or other settlements that could have a negative effect on us.
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We cannot assure you that we will be able to settle this matter with the Attorney General of the State of Texas or. if
we do settle, that it will not be for o greater amount than what we huve reserved.

A complaint filed against our Bermuda insurance subsidiary could, if adversely determined or resolved,
subject us to a material loss.,

On April 4, 2006, a complaint was filed in the U.S. District Court for the Northern District of Georgia (Atlanta
Division) by a group of several corporations and certain of their related entities in an action entitled New Cingular
Wireless Headquarters, LLC et al, as plaintiffs, against certain defendants, including Marsh & Mclennan
Companies, Inc., Marsh Inc. and Aon Corporation, in their capacities as insurance brokers. and 78 insurers,
including our insurance subsidiary in Bermuda, Allied World Assurance Company. Ltd.

The action generally relates to broker defendants” placement of insurance contracts for plaintiffs with the
78 insurer defendants. Plaintiffs maintain that the defendants used a variety of illegal schemes and practices
designed to, among other things, allocate customers, rig bids for insurance products and raise the prices of insurance
products paid by the plaintiffs, In addition, plaintiffs allege that the broker defendants steered policyholders’
business to preferred insurer detendants. Plaintiffs claim that as a result of these practices, policyholders either paid
more for insurance products or received less beneficial terms than the competitive market would have charged. The
eight counts in the complaint allege, among other things. (i) unreasonable restraints of trade and conspiracy in
violation of the Sherman Act, (ii) violations of the Racketeer Influenced and Corrupt Organizations Act, or RICO,
{11i) that broker defendants breached their fiduciary duties to plaintiffs, {(iv} that insurer defendants participated in
and induced this alleged breach of fiduciary duty, (v} unjust enrichment, (vi} common law fraud by broker
defendants and {vii) statutory and consumer fraud under the laws of certain U.S. states. Plaintiffs seek equitable and
legal remedies. including injunctive relief, unquantified consequential and punitive damages. and treble damages
under the Sherman Act and RICO. No specific amount of damages is claimed. On October 16, 20006, the Judicial
Panel on Muluidistrict Litigation ordered that the litigation be transferred to the U.S. District Court for the District of
New Jersey for inclusion in the coordinated or consolidated pretrial proceedings occurring in that court. Neither
Allied World Assurance Company. Lid nor any of the other defendants have responded to the complaint. Written
discovery has begun but has not been completed. While this matter is in an early stage, and it is not possible to
predict its outcome, the company does not currently believe that the outcome will have a material adverse effect on
the company's operations or financial position.

Government authorities are confinuing to investigate the insurance industry, which may adversely affect
our business.

The attorneys general for multiple states and other insurance regulatory authorities have been investigating a
number of issues and practices within the insurance industry, and in particular insurance brokerage practices. These
investigations of the insurance industry in general, whether involving the company specifically or not, together with
any legal or regulatory proceedings, related settlements and industry reform or other changes arising therefrom,
may materially adversely affect our business and future prospects.

When we act as a property insurer and reinsurer, we are particularly vulnerable to losses from
catastrophes.

Our direct property insurance and reinsurance operations expose us to claims arising out of catastrophes.
Catastrophes can be caused by various unpredictable events. including carthquakes, volcanic eruptions, hurricanes,
windstorms, hailstorms, severe winter weather, {loods, fires, tornadoes. explosions and other natural or man-made
disasters. Over the past several years, changing weather patterns and climactic conditions such as global warming
have added to the unpredictability and frequency of natural disasters in centain parts of the world and created
additional uncertainty as to future trends and exposures. In addition, some experts have attributed the recent high
incidence of hurricanes in the Gulf of Mexico and the Caribbean to a permanent change in weather patterns resulting
from rising ocean temperature in the region. The international geographic distribution of our business subjects us to
catastrophe exposure from natural events occurring in a number of areas throughout the world, including
windstorms in Europe, hurricanes and windstorms in Florida. the Gulf Coast and the Atlantic coast regions of
the United States, typhoons and eanthquakes in Japan and Taiwan and earthquakes in California and parts of the
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Midwestern United States known as the New Madrid zone. The loss experience of catastrophe insurers and
reinsurers has historically been characterized as low frequency but high severity in nature. In recent years, the
frequency of major catastrophes appears to have increased. Increases in the values and concentrations of insured
property and the effects of inflation have resulted in increased severity of losses to the industry in recent years, and
we expect this trend to continue.

In the event we experience further losses from catastrophes that have already occurred, there is a possibility
that loss reserves for such catastrophes will be inadequate to cover the losses. In addition, because U.S. GAAP does
not permit insurers and reinsurers to reserve for catastrophes until they occur, claims from these events could cause
substantial volatility in our financial results for any fiscal quarter or year and could have a material adverse effect on
our financial condition and resuits of operations.

We could face losses from terrorism and political unrest.

We have exposure to losses resulting from acts of terrorism and political instability. Although we generally
exclude acts of terrorism from our property insurance policies and reinsurance treaties where practicable, we
provide coverage in circumstances where we believe we are adequately compensated for assuming those risks.
Moreover, even in cases where we seek to exclude coverage, we may not be able to completely eliminate our
exposure to terrorist acts. it is impossible to predict the timing or severity of these acts with statistical certainty or to
estimate the amount of loss that any given occurrence will generate. To the extent we suffer losses from these risks,
such losses could be significant.

The failure of any of the loss limitation methods we employ could have a material adverse effect on our
[financial condition or results of operations.

We seek to limit our loss exposure by adhering to maximum limitations on policies written in defined
geographical zones (which limits our exposure to losses in any one geographic area), limiting program size for each
client (which limits our exposure to losses with respect to any one client), adjusting retention levels and establishing
per risk and per occurrence limitations for each event and prudent underwriting guidelines for each insurance
program written (all of which limit our liability on any one policy). Most of our direct liability insurance policies
include maximum aggregate limitations. We cannot assure you that any of these loss limitation methods will be
effective. In particular, geographic zone limitations involve significant underwriting judgments, including the
determination of the areas of the zones and whether a policy falls within particular zone limits. Disputes relating to
coverage and choice of legal forum may also arise. As a result, various provisions of our policies that are designed to
limit our nsks, such as limitations or exclusions from coverage (which limit the range and amount of liability to
which we are exposed on a policy) or choice of forum (which provides us with a predictable set of laws to govern our
policies and the ability to lower costs by retaining legal counsel in fewer jurisdictions), may not be enforceable in
the manner we intend and some or all of our other loss limitation methods may prove to be ineffective. One or more
catastrophic or other events could result in claims and expenses that substantially exceed our expectations and could
have a material adverse effect on our results of operations.

For our reinsurance business, we depend on the policies, procedures and expertise of ceding companies;
these companies may fail to accurately assess the risks they underwrite which may lead us to inaccurately
assess the risks we assume.

Because we participate in reinsurance markets, the success of our reinsurance underwriting efforts depends in
part on the policies, procedures and expertise of the ceding companies making the original underwriting decisions
(when an insurer transfers some or all of its risk to a reinsurer. the insurer is sometimes referred to as a “ceding
company”). Underwriting is a matter of judgment, involving important assumptions about matters that are
inherently unpredictable and beyond the ceding companies’ control and for which historical experience and
statistical analysis may not provide sufficient guidance. We face the risk that the ceding companies may fail to
accurately assess the risks they underwrite, which, in turn, may lead us 10 inaccurately assess the risks we assume as
reinsurance: if this occurs, the premiums that are ceded to us may not adequately compensate us and we could face
significant losses on these reinsurance contracts.
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The availability and cost of security arrangements for reinsurance transactions may materially impact
our ability to provide reinsurance to insurers domiciled in the United States.

Allied World Assurance Company, Ltd is neither licensed nor admitted as an insurer, nor is it accredited as a
reinsurer, in any jurisdiction in the United States. As a result, it is required to post collateral security with respect to
any reinsurance liabilities it assumes from ceding insurers domiciled in the United States in order for U.S. ceding
companies to obtain credit on their U.S. statutory financial statements with respect to the insurance liabilities ceded
1o them. Under applicable statutory provisions. the security arrangements may be in the form of letters of credit.
reinsurance trusts maintained by trustees or funds-withheld arrangements where assets are held by the ceding
company. Allied World Assurance Company, Ltd uses trust accounts and has access to up to $1 hillion in letters of
credit under two letter of credit facilities. The letter of credit facilities impose restrictive covenants, including
restrictions on asset sales, imitations on the incurrence of certain liens and required collateral and financial strength
levels. Violations of these or other covenants could result in the suspension of access to letters of credit or such
letters of credit becoming due and payable. If these letter of credit facilities ure not sufficient or drawable or it Allied
World Assurance Company. Ltd is unable to renew either or both of these facilities or to arrange for trust accounts or
other types of security on commercially acceptable terms. its ability to provide reinsurance to U.S.-domiciled
insurers may be severely limited.

In addition, security arrangements with ceding insurers may subject our assets to security interests or may
require that a portion of our assets be pledged to. or otherwise held by, third parties. Although the investment income
derived from our assets while held in trust typically acerues to our benefit, the investment of these assets is governed
by the terms of the letier of credit facilities and the investment regulations of the state of domicile of the ceding
insurer. which generally regulate the amount and quality of investments permitted and which may be more
restrictive than the investment regulations applicable 10 us under Bermuda law. These restrictions may result in
lower investment yiclds on these assets, which could adversely affect our profitability.

We depend on a small number of brokers for a large portion of our revenues. The loss of business
provided by any one of them could adversely affect us.

We market our insurance and reinsurance products worldwide through insurance and reinsurance brokers. In
2006, our top four brokers represented approximately 68% of our gross premiums written. Marsh & McLennan
Companies. Inc.. Aon Corporation and Willis Group Holdings Ltd were responsible for the distribution of
approximately 32%. 19% and 10%, respectively. of our gross premiums written for the year ended December 31.
2006. Loss of all or a substantial portion of the business provided by any one of those brokers could have a material
adverse effect on our financial condition and results of vperations.

Our reliance on brokers subjects us to their credit risk.

In accordance with industry practice, we frequently pay amounts owed on claims under our insurance and
reinsurince contracts to brokers, and these brokers. in turn, pay these amounts to the customers that have purchased
insurance or reinsurance from us. If a broker fails to make such a payment, it is likely that, in most cases, we will be
liable to the client for the deficiency because of local laws or contractual obligations. Likewise. when a customer
pays premiams for policies written by us to a broker for further payment 10 us. these premiums are generally
considered to have been paid and. in most cases. the client will no longer be liable 1o us for those amounts, whether
or not we actually receive the premiums. Consequently, we assume a degree of credit risk ussociated with the
brokers we use with respect to our insurance and reinsurance business.

We may be unable to purchase reinsurance for our own account on commercially acceptable terms or to
collect under any reinsurance we have purchased.

We acquire reinsurance purchased for our own account Lo mitigate the effects of large or multiple losses on our
financial condition. From time to time, market conditions have limited, and in some cases prevented. insurers and
reinsurers from obtaining the types and amounts of reinsurance they consider adequate for their business needs. For
example, tollowing the events of September 11, 2001, terms and conditions in the reinsurance markets generally
became less attractive to buyers of such coverage. Similar conditions may occur at any time in the future, and we
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may not be able to purchase reinsurance in the areas and for the amounts required or desired. Even if reinsurance is
generally available. we may not be able to negotiate terms that we deem appropriate or acceptable or to obtain
coverage from entities with satisfactory financial resources.

In addition. a reinsurer’s insolvency. or inability or refusal to make payments under a reinsurance or
retrocessional reinsurance agreement with us, could have a material adverse effect on our financial condition
and results of operations because we remain liable to the insured under the corresponding coverages written by us.

Our investment performance may adversely affect our financial performance and ability to conduct
business.

We derive a significant portion of our income from our invested assets. As a result. our operating results depend
in part on the performance of our investment portfolio. Our investment performance is subject to a variety of risks,
including risks related to general economic conditions, market volaiility and interest rate fluctuations, liquidity risk,
and credit and default risk. Additionally. with respect to some of our investments, we are subject to pre-payment or
reinvestment risk. As authorized by our board of directors. we have invested $200 million of our shareholders’
equity in hedge funds. As a result. we may be subject 1o restrictions on redemption. which may limit our ability to
withdraw funds for some period of time after our initial investment. The values of. and returns on. such investinents
may also be more volatile.

Because of the unpredictable nature of losses that may arise under insurance or reinsurance policies written by
us, our liguidity needs could be substuntial and may arise at any time. To the extent we are unsuccessful in
correlating our investment portfolio with our expected liabilities, we may be forced 1o liguidate our investments at
times and prices that are not optimal. This could have a material adverse effect on the performance of our investment
portfolio. If our liquidity needs or general liability profile unexpectedly change. we may not be successful in
continuing to structure our investment portfalio in its current manner.

Any increase in interest rates could result in significant losses in the fair value of our investment
portfolio.

Qur investment portfolio contains interest-rate-sensitive instruments that may be adversely affected by
changes in interest rates. Fluctuations in interest rates affect our returns on fixed income investments. Generally,
investment income will be reduced during sustained periods of lower interest rates as higher-yielding fixed income
securities are called, mature or are sold and the proceeds reinvested at lower rates. During periods of rising interest
rates, prices of fixed income securities tend to fall and realized gains upon their sale are reduced. In addition, we are
exposed to changes in the level or volatility of equity prices that affect the value of securities or instruments that
derive their value from a particular equity security. a basket of equity securities or a stock index. Interest rates are
highly sensitive to many factors, including governmental monetary policies, domestic and international economic
and political conditions and other factors beyond our control. Although we attempt to manage the risks of investing
in & changing interest rate environment. we may not be able to effectively mitigate interest rate sensitivity. In
particulur, a significant increase in interest rates could result in significant losses. realized or unrealized, in the fair
value of our investment portfolio and, consequently, could have an adverse effect on our results of operations.

In addition. our investment portfolio includes morigage-backed securities. As of December 31, 2006,
mortgage-backed securities constituted approximately 30.6% of the fair market value of our aggregate invested
assets. Aggregate invested assets include cash and cash equivalents, restricted cash. fixed-maturity securities, a fund
consisting of global high-yield fixed-income securities, four hedge funds, balances receivable on sale of invest-
ments and balances due on purchase of investments. As with other fixed income investments, the fair market value
of these securities fluctuates depending on market and other general economic conditions and the interest rate
environment. Changes in interest rates can expose us to prepayment risks on these investments. In periods of
declining interest rates, mortgage prepayments generally increase and mortgage-backed securities are prepaid more
quickly. requiring us to reinvest the proceeds at the then current market rates.
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We may be adversely affected by fluctuations in currency exchange rates.

The U1.S. dollar is cur reporting currency and the functional currency of all of our operating subsidiaries. We
enter into insurance and reinsurance contracts where the premiums receivable and losses payable are denominated
in currencies other than the U.S. dollar. In addition, we maintain a portion of our investments and liabilities in
currencies other than the U.S. dollar. Assets in non-U.S. currencies are generally converted into U.S. dollars at the
time of receipt. When we incur a liability in a non-U.S. currency, we carry such liability on our books in the original
currency. These liabilities are converted from the non-U.S. currency to U.S. dollars at the time of payment. We may
incur foreign currency exchange gains or losses as we ultimately receive premiums and settle claims required 1o be
paid in foreign currencies.

We have currency hedges in place that seek to alleviate our potential exposure to volatility in foreign exchange
rates and intend to consider the use of additional hedges when we are advised of known or probable significant
losses that will be paid in currencies other than the U.S. dollar. To the extent that we do not seek to hedge our foreign
currency risk or our hedges prove ineffective, the impact of u movement in foreign currency exchange rates could
adversely affect our operating results.

We may reguire additional capital in the future that may not be available to us on commercially favorable
ferms.

Our future capital requirements depend on many factors, including our ability to write new business and to
establish premium rates and reserves at levels sufficient to cover losses. To the extent that the funds generated by
insurance premiums received and sale proceeds and income from our investment portfolio are insufficient to fund
future operating requirements and cover losses and loss expenses, we may need to raise additional funds through
financings or curtail our growth and reduce our assets. Any future financing, if available at all, may be on terms that
are not favorable to us. In the case of equity financings, dilution to our shareholders could result, and the securities
issued may have rights, preferences and privileges that are senior or otherwise superior to those of our common
shares.

Conflicts of interests may arise because affiliates of some of our principal shareholders have continuing
agreements and business relationships with us, and also may compete with us in several of our business
lines.

Affiliates of some of our principal shareholders engage in transactions with our company. Subsidiaries of AIG
provided limited administrative services to our company through 2006, Affiliates of the Goldman Sachs Funds
serve as investment managers for our entire investment portfolio, except for that portion invested in the AIG Select
Hedge Fund Ltd., which is managed by a subsidiary of AIG. An affiliate of Chubb provides surplus lines services to
our U.S. subsidiaries. The interests of these affiliates of our principal shareholders may conflict with the interests of
our company. Affiliates of our principal shareholders, AIG, Chubb and Securitas Capital Fund, are also customers
of our company.

Furthermore, affiliates of AIG, Chubb, Swiss Re and the Goldman Sachs Funds may from time to time
compete with us. including by assisting or investing in the formation of other entities engaged in the insurance and
reinsurance business. Conflicts of interest could also arise with respect to business opportunities that could be
advantageous to AIG, Chubb, Swiss Re, the Goldman Sachs Funds or other existing shareholders or any of their
affiliates, on the one hand, and us, on the other hand. AIG, Chubb, Swiss Re and the Goldman Sachs Funds either
directly or through affiliates, also maintain business relationships with numerous companies that may directly
compete with us. In general. these affiliates could pursue business interests or exercise their voting power as
shareholders in ways that are detrimental to us, but beneficial to themselves or to other companies in which they
invest or with whom they have a material relationship.

Our business could be adversely affected if we lose any member of our management team or are unable
to attract and retain our personnel.

Our success depends in substantial part on our ability to attract and retain our employees who generate and
service our business. We rely substantially on the services of our executive management team. 1f we lose the
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services of any member of our executive management team, our business could be adversely affected. If we are
unable to attract and retain other talented personnel, the further implementation of our business strategy could be
impeded. This, in turn, could have a material adverse effect on our business. The location of our global headquarters
in Bermuda may also impede our ability to attract and retain talented employees. We currently have written
employment agreements with our Chief Executive Officer, Chief Financial Officer, General Counsel and Chief
Corporate Actuary and certain other members of our executive management team. We do not maintain key man life
insurance policies for any of our employees.

Risks Related to the Insurance and Reinsurance Business

The insurance and reinsurance business is historically cyclical and we expect to experience periods with
excess underwriting capacity and unfavorable premium rates and policy terms and conditions.

Historically, insurers and reinsurers have experienced significant fluctuations in operating results due to
competition, frequency of occurrence or severity of catastrophic events, levels of underwriting capacity, general
economic conditions and other factors. The supply of insurance and reinsurance is related to prevailing prices, the
level of insured losses and the level of industry surplus which, in wirn, may fluctuate in response to changes in rates
of return on investments being earned in the insurance and reinsurance industry. As a result, the insurance and
reinsurance business historically has been a cyclical industry characterized by periods of intense competition on
price and policy terms due 1o excessive underwriting capacity as well as periods when shortages of capacity permit
favorable premium rates and policy terms and conditions. Because premium levels for many products have
increased over the past several years, the supply of insurance and reinsurance has increased and is likely to increase
further. either as a result of capital provided by new entrants or by the commitment of additional capital by existing
insurers or reinsurers. Continued increases in the supply of insurance and reinsurance may have consequences for
us, including fewer contracts written, lower premium rates, increased expenses for customer acquisition and
retention, and less favorable policy terms and conditions.

Increased competition in the insurance and reinsurance markets in which we operate could adversely
impact our operating margins.

The insurance and reinsurance industries are highly competitive. We compete with major U.S. and
non-U.S. insurers and reinsurers. including other Bermuda-based insurers and reinsurers, on an international
and regional basis. Many of our competitors have greater financial, marketing and management resources. Since
September 2001, a number of new Bermuda-based insurance and reinsurance companies have been formed and
some of those companies compete in the same market segments in which we operate. Some of these companies have
more capital than us. As a result of Hurricane Katrina in 2005, the insurance industry’s largest natural catastrophe
loss, und two subsequent substantial hurricanes (Rita and Wilma), existing insurers and reinsurers raised new capital
and significant investments were made in new insurance and reinsurance companies in Bermuda.

In addition, risk-linked secunties and derivative and other non-traditional risk transfer mechanisms and
vehicles are being developed and offered by other parties. including entities other than insurance and reinsurance
companies. The availability of these non-traditional products could reduce the demand for traditional insurance and
reinsurance. A number of new. proposed or potential industry or legislative developments could further increase
competition in our industry. These developments include:

+ legislative mandates for insurers to provide specified types of coverage in areas where we or our ceding
clients do business, such as the terrorism coverage mandated in the TRIA and the TRIA Extension, could
eliminate or reduce opportunities for us to write those coverages; and

* programs in which state-sponsored entities provide property insurance or reinsurance in catastrophe prone
areas. such as recent legislative enactments passed in the State of Florida, or other “alternative market™ types
of coverage could eliminate or reduce opportunities for us to write those coverages.

New competition from these developments could result in fewer contracts written, lower premium rates.
increased expenses for customer acquisition and retention and less favorable policy terms and conditions.
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The effects of emerging claims and coverage issues on our business are uncertain.

As industry practices and legal, judicial, social and other conditions change. unexpected and unintended issues
related to claims and coverage may emerge. These issues may adversely affect our business by either extending
coverage beyond our underwriting intent or by increasing the number or size of claims. In some instances, these
changes may not become apparent until some time after we have issued insurance or reinsurance contracts that are
affected by the changes. As a result. the full extent of liability under our insurance and reinsurance contracts may not
be known for many years after a contract is issued. Examples of emerging claims and coverage issues include:

* larger settlements and jury awards in cases involving professionals and corporate directors and officers
covered by professional liability and directors and officers liability insurance: and

* a trend of plaintiffs targeting property and casualty insurers in class action litigation related to claims
handling. insurance safes practices and other practices related to the conduct of our business.

Risks Related to Laws and Regulations Applicable to Us

Compliance by our insurance subsidiaries with the legal and regulatory requirements to which they are
subject is expensive. Any failure to comply could have a material adverse effect on our business.

Qur insurance subsidiaries are required to comply with a wide variety of laws and regulations applicable to
insurance or reinsurance companies. both in the jurisdictions in which they are organized and where they sell their
insurance and reinsurance products. The insurance and regulatory environment, in particular for offshore insurance
and reinsurance companies, has become subject to increased scrutiny in many jurisdictions, including the United
States, various states within the United States and the United Kingdom. In the past, there have been Congressional
and other initiatives in the United States regarding increased supervision and regulation of the insurance industry,
including proposals to supervise and regulate offshore reinsurers. It is not possible to predict the future impact of
changes in laws and regulations on our operations. The cost of complying with any new legal requirements affecting
our subsidiaries could have a material adverse effect on our business.

In addition. our subsidiaries may not always be able to obtain or maintain necessary licenses, permits.
authorizations or accreditations. They also may not be able to fully comply with. or to obtain appropriate
exemptions from, the laws and regulations applicable to them. Any failure to comply with applicable law or to
obtain appropriate exemptions could result in restrictions on either the ability of the company in question. as well as
potentially its aifiliates, to do business in one or more of the jurisdictions in which they operate or on brokers on
which we rely to produce business for us. In addition, any such failure to comply with applicable laws or to obtain
appropriate exemptions could result in the imposition of fines or other sanctions. Any of these sanctions could have
a material adverse effect on our business.

Our principal insurance subsidiary, Allied World Assurance Company. Ltd, is registered as a Class 4 Bermuda
insurance and reinsurance company and is subject to regulation and supervision in Bermuda. The applicable
Bermudian statutes and regulations generally are designed to protect insureds and ceding insurance companies
rather than shareholders. Among other things. those statutes and regulations:

» require Allied World Assurance Company, Litd to maintain minimum levels of capital and surplus,
* impose liguidity requirements which restrict the amount and type of investments it may hold,
+ prescribe solvency standards that it must meet and

» restrict payments of dividends and reductions of capital and provide for the performance ol periodic
examinations of Allied World Assurance Company. Ltd and its financial condition.

These statutes and regulations may, in effect. restrict the ability of Allied World Assurance Company, Lid to
write new business. Although it conducts its operations from Bermuda, Allied World Assurance Company. Ltd is
not authorized to directly underwrite local risks in Bermuda.
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Allied World Assurance Company (U.S.) Inc., a Delaware domiciled insurer, and Newmarket Underwriters
Insurance Company, a New Hampshire domiciled insurer, are both subject to the statutes and regulations of their
relevant state of domicile as well as any other state in the United States where they conduct business. In the 15 states
where the companies are admitted, the companies must comply with all insurance laws and regulations, including
insurance rate and form requirements. Insurance laws and regulations may vary significantly from state to state. In
those states where the companies act as surplus lines carriers, the state’s regulation focuses mainly on the company’s
solvency.

Allied World Assurance Company (Europe) Limited, an Irish domiciled insurer, operates within the European
Union non-life insurance legal and regulatory framework as established under the Non-Life Directive, Allied World
Assurance Company (Europe) Limited is required to operate in accordance with the provisions of the Irish
Insurance Acts and Regulations and the requirements of the Irish Financial Regulator.

Allied World Assurance Company (Reinsurance) Limited. an Irish domiciled reinsurer, is also authorized by
the Financial Services Authority in the United Kingdom and is subject to the reinsurance regulations promulgated
by the Financial Services Authority. Prior to the adoption of the European Union Reinsurance Directive in
December 2005, there was no common European Union framework for the authorization and regulation of
reinsurance undertakings — reinsurance undertakings operated according to the legal and regulatory requirements
of individual Eurepean Union member states. With the adoption of the European Union Reinsurance Directive in
December 2005. reinsurance undertakings may, subject to the satisfaction of certain formalities, carry on rein-
surance business in other European Union member states either directly from the home member state (on a services
basis) or through local branches (by way of permanent establishment). The European Union Reinsurance Directive
was transposed into Irish law in July 2006.

Our Bermudian entities could become subject to regulation in the United States.

Neither Allied World Assurance Company Holdings, Ltd. Allied World Assurance Company. Ltd nor Allied
World Assurance Holdings (fretand) Ltd is licensed or admitted as an insurer, nor is any of them accredited as a
reinsurer. in any jurisdiction in the United States. More than 85% of the gross premiums written by Allied World
Assurance Company. Lid. however, are derived from insurance or reinsurance contracts entered into with entities
domiciled in the United States. The insurance laws of each state in the United States regulate the sale of insurance
and reinsurance within the state’s jurisdiction by foreign insurers. Allied World Assurance Company, Ltd conducts
its business through its offices in Bermuda and does not maintain an office. and its personnel do not solicit insurance
business. resolve claims or conduct other insurance business, in the United States. While Allied World Assurance
Company, Ltd does not believe it is in violation of insurance laws of any jurisdiction in the United States, we cannot
be certain that inquiries or challenges to our insurance and reinsurance activities will not be raised in the future. It is
possible that, if Allied World Assurance Company. Ltd were to become subject to any laws of this type at any time in
the future., we would not be in compliance with the requirements of those laws.

Our holding company structure and regulatory and other constraints affect our ability to pay dividends
and make other payments.

Allied World Assurance Company Holdings. Ltd is a holding company, and as such has no substantial
operations of its own. It does not have any significant assets other than its ownership of the shares of its direct and
indirect subsidiaries. including Allied World Assurance Company, Ltd, Allied World Assurance Holdings (lreland)
Ltd. Allied World Assurance Company (Europe) Limited, Allied World Assurance Company (U.S.) Inc., New-
market Underwriters [nsurance Company. Allied World Assurance Company (Reinsurance) Limited and New-
market Administrative Services. Inc. Dividends and other permitted distributions from insurance subsidiaries are
expected 1o be the sole source of funds for Allied World Assurance Company Holdings, Ltd to meet any ongoing
cash requirements, including any debt service payments and other expenses, and to pay any dividends to
shareholders. Bermuda law, inciuding Bermuda insurance regulations and the Companies Act restricts the
declaration and payment of dividends and the making of distributions by Allied World Assurance Company
Holdings. Ltd. Allied World Assurance Company, Ltd, and Allied World Assurance Holdings (Ireland) Ltd, unless
specified requirements are met. Allied World Assurance Company. Ltd is prohibited from paying dividends of more
than 23% of its 1otal statutory capital and surplus (as shown in its previous financial year’s statutory balance sheet)
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unless it files with the Bermuda Monetary Authority at least seven days before payment of such dividend an
affidavit stating that the declaration of such dividends has not caused it to fail 1o meet its minimum solvency margin
and minimum liquidity ratio. Allied World Assurance Company, Ltd is also prohibited from declaring or paying
dividends without the approval of the Bermuda Monetary Authority if Allied World Assurance Company, Ltd failed
to meet its minimum solvency margin and minimum liquidity ratio on the last day of the previous financial year.
Furthermore, in order 1o reduce its total statutory capital by 15% or more. Allied World Assurance Company. Ltd
would require the prior approval of the Bermuda Monetary Authority. In addition, Bermuda corporate law prohibits
acompany from declaring or paying a dividend if there are reasonable grounds for believing that (i) the company is.
or would after the payment be, unable to pay its liabilities as they become due; or (ii) the realizable value of the
company’s assets would thereby be less than the aggregate of its liabilities, its issued share capital and its share
premium accounts. The inability by Allied World Assurance Company. Lid or Allied World Assurance Holdings
(Ireland) Ltd to pay dividends in an amount sufficient to enable Allied World Assurance Company Holdings, Ltd to
mect its cash requirements at the holding company level could have a material adverse effect on our business, our
ability to make payments on any indebtedness, our ability to transfer capital from one subsidiary to another and our
ability to declare and pay dividends to our shareholders.

In addition, Allied World Assurance Company (Europe) Limited. Allied World Assurance Company (Rein-
surance) Limited, Allied World Assurance Company (U.8.) Inc. and Newmarket Underwriters Insurance Company
are subject to significant regulatory restrictions limiting their ability to declare and pay any dividends. In particular,
payments of dividends by Allied World Assurance Company (U.S.) Inc. and Newmarket Underwriters Insurance
Company are subject to restrictions on statutory surplus pursuant to Delaware law and New Hampshire law,
respectively. Both states require prior regulatory approval of any payment of extraordinary dividends.

Our business could be adversely affected by Bermuda employment restrictions.

We will need to hire additional employees to work in Bermuda. Under Bermuda law. non-Bermudians (other
than spouses of Bermudians, holders of a permanent resident’s certificate and holders of a working resident’s
certificate) may not engage in any gainful occupation in Bermuda without an appropriate governmental work
permit. Work permits may be granted or extended by the Bermuda government if it is shown that, after proper public
advertisement in most cases, no Bermudian (or spouse of a Bermudian. holder of a permanent resident’s certificate
or holder of a working resident’s certificate) is available who meets the minimum standard requirements for the
advertised position. In 2001, the Bermuda government announced a new immigration policy limiting the total
duration of work permits, including renewals, to sixX to nine years, with specified exemptions for key employees. In
March 2004. the Bermuda government announced an amendment to this policy which expanded the categories of
occupations recognized by the government as “key” and with respect to which businesses can apply to be exempt
from the six-lo-nine-year limitations. The categories include senior executives, managers with global responsibility,
senior financial pusts, certain legal professionals, senior insurance professionals, experienced/specialized brokers,
actuartes, specialist investment traders/analysts and senior information technology engineers and managers. All of
our Bermuda-based professional employees who require work permits have been granted permits by the Bermuda
government. It is possible that the Bermuda government could deny work permits for our employees in the future,
which could have a material adverse effect on our business.

Risks Related to Ownership of Our Common Shares

Future sales of our common shares may adversely affect the market price.

As of Febroary 28, 2007 we had 60,342,079 common shares cutstanding. Up to an additional 3,062,308
common shares may be issuable upon the vesting and exercise of outstanding stock options, restricted stock units
("RSUs™) and performance bused equity awards. In addition, our principal shareholders and their transferees have
the right 10 require us 10 register their common shares under the Securities Act of 1933, as amended (the “Securities
Act”) for sale to the public. Following any registration of this type, the common shares to which the registration
relates will be freely transferable. We have alse filed a registration statement on Form 5-8 under the Securities Act
to register common shares issued or reserved for issuance under the Allied World Assurance Company Holdings,
Ltd Amended and Restated 200! Employee Stock Option Plan, the Allied World Assurance Company Holdings,
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Lid Amended and Restated 2004 Stock Incentive Plan and the Allied World Assurance Company Holdings, Lid
Long-Term Incentive Plan. Subject to the exercise of issued and outstanding stock options, shares registered under
the registration statement on Form S-8 will be available for sale to the public. We cannot predict what effect, if any,
future sales of our common shares, or the availability of common shares for future sale, will have on the market
price of our common shares. Sales of substantial amounts of our common shares in the public market, or the
perception that sales of this type could occur, could depress the market price of our common shares and may make it
more difficult for you to sell your common shares at a time and price that you deem appropriate.

Our Bye-laws contain restrictions on ownership, voting and Iransfers of our common shares.

Under our amended and restated Bye-laws, our directors (or their designees) are required to decline to register
any transfer of common shares that would result in a U.S. person owning our common shares and shares of any other
class or classes, in excess of certain prescribed limitations. These limitations take into account attribution and
constructive ownership rules under the Internal Revenue Code of 1986, as amended (the “Code™), and beneficial
ownership rules under the Exchange Act. Similar restrictions apply to our ability to issue or repurchase shares. Our
directors (or their designees), in their absolute discretion, may also decline to register the transfer of any common
shares if they have reason to believe that (1) the transfer could expose us or any of our subsidiaries, any shareholder
or any person ceding insurance 10 us or any of our subsidiaries, to, or materially increase the risk of, material adverse
tax or regulatory treatment in any jurisdiction; or (2) the transfer is required to be registered under the Securities Act
or under the securities laws of any state of the United States or any other jurisdiction, and such registration has not
occurred. These restrictions apply to a transfer of common shares even if the transfer has been executed on the New
York Stock Exchange. Any person wishing to transfer common shares will be deemed to own the shares for
dividend, voting and reporting purposes until the transfer has been registered on our register of members. We are
authorized to request information from any holder or prospective acquiror of common shares as necessary 1o give
effect to the transfer, issuance and repurchase restrictions described above, and may decline to effect that kind of
transaction if complete and accurate information is not received as requested.

Our Bye-laws also contain provisions relating to voting powers that may cause the voting power of certain
shareholders to differ significantly from their ownership of common shares. Our Bye-laws specify the voting rights
of any owner of shares to prevent any person from owning, beneficially, constructively or by attribution, shares
carrying 10% or more of the total voting rights attached to all of our outstanding shares. Because of the attribution
and constructive ownership provisions of the Cade, and the rules of the U.S. Secvrities and Exchange Commission
regarding determination of beneficial ownership, this requirement may have the effect of reducing the voting rights
of a shareholder even if that shareholder does not directly or indirectly hold 10% or more of the total combined
voting power of our company. Further, our directors (or their designees) have the authority to request from any
shareholder specified information for the purpose of determining whether that shareholder’s voting rights are to be
reduced. If a shareholder fails to respond to this request or submits incomplete or inaccurate information, the
directors (or their designees) have the discretion to disregard all votes attached to that shareholder’s shares. No
person, including any of our current shareholders, may exercise 10% or more of our total voting rights. To our
knowledge, as of this date, none of our current sharcholders is anticipated to own [0% or more of the total voting
rights attached to all of our outstanding shares after giving effect to the voting cutback.

Anti-takeover provisions in our Bye-laws could impede an attempt to replace or remove our directors,
which could diminish the value of our common shares.

Our Bye-laws contain provisions that may entrench directors and make it more difficult for sharcholders to
replace directors even if the shareholders consider it beneficial to do so. In addition, these provisions could delay or
prevent a change of control that a shareholder might consider favorable. For example, these provisions may prevent
a shareholder from receiving the benefit from any premium over the market price of our shares offered by a bidder in
a potential takeover. Even in the absence of an attempt to effect a change in management or a takeover attempt, these
provisions may adversely affect the prevailing market price of our common shares if they are viewed as
discouraging changes in management and takeover attempts in the future.
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For example. the following provisions in our Bye-laws could have such an effect:

* the clection of our directors is staggered, meaning that members of only one of three classes of our directors
are elected each year. thus limiting your ability to replace directors.

* our shareholders have a limited ability to remove directors,

* the total voting power of any shareholder beneficiaily owning 10% or more of the total voting power of our
voting shares will be reduced 1o less than 10% of the total voting power. Conversely. shareholders owning
less than 10% of the total voting power may gain increased voting power as a result of these cutbacks.

* no shareholder may transfer shares if as a result of such transfer any U.S. person (other than some of our
principal shareholders, whose share ownership may not exceed the percentage of our common shares owned
immediately after our IPO) owns 10% or more of our shares by vote or value,

* il our directors determine that share ownership of any person may result in a violation of our ownership
limitations, our board of directors has the power to force that sharcholder to sell its shares and

* our board of directors has the power to issue preferred shares without any shareholder approval, which
effectively allows the board to dilute the holdings of any shareholder and could be used to institute a* ‘poison
pill” that would work to dilute the share ownership of a potential hostile acquirer, effectively preventing
acquisitions that have not been approved by our beard of directors.

As a shareholder of our company, you may have greater difficulties in protecting your interests than as a
shareholder of a U.S. corporation.

The Companies Act. which applies to our company. our Bermuda insurance subsidiary, Allied World
Assurance Company. Ltd. and Allied World Assurance Holdings (Ireland) Lid. differs in material respects from
laws generally applicable 10 U.S. corporations and their shareholders. Taken together with the provisions of our
Bye-laws, some of these differences may result in your having greater difficulties in protecting your interests as a
shareholder of our company than you would have as a sharcholder of a U.S. corporation. This affects. among other
things, the circumstances under which transactions involving an interested director are voidable, whether an
interested director can be held accountable for any benefit realized in a transaction with our company, what
approvals are required for business combinations by our company with a large shareholder or a wholly-owned
subsidiary, what rights you may have as a shareholder to enforce specified provisions of the Companies Act or our
Bye-laws. and the circumstances under which we may indemnify our directors and officers.

It may be difficult to enforce service of process and enforcement of judgments against us and our officers
and directors.

Our company is a Bermuda company and it may be difficult for investors to enforce Jjudgments against it or its
directors and executive officers.

We are incorporated pursuant to the laws of Bermuda and our business is based in Bermuda. In addition, certain
ot our directors and officers reside outside the United States. and ail or a substantial portion of our assets and the assets
of such persons are located in jurisdictions outside the United States. As such. it may be difficult or impossible to effect
service of process within the United States upon us or those persons or 1o recover against us or them on judgments of
U.S. courts, including judgments predicated upon civil liability provisions of the U.S. federal securities laws.

Further. no claim may be brought in Bermuda against us or our directors and officers in the first instance for
violation of U.S. federal securities laws because these laws have no extraterritorial Jurisdiction under Bermuda law
and do not have force of law in Bermuda. A Bermuda court may. however, impose civil liability, including the
possibility of monetary damages, on us or our directors and officers if the facts alleged in a complaint constitute or
give rise to a cause of action under Bermuda law.

We have been advised by Conyers Dill & Pearman, our Bermuda counsel. that there is doubt as to whether the
courts of Bermuda would enforce judgments of U.S. courts obtained in actions against us or our directors and
officers, predicated upon the civil liability provisions of the U.S. federal securities laws or original actions brought
in Bermuda against us or such persons predicated solely upon U.S. federal securities laws. Further, we have been
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advised by Conyers Dill & Pearman that there is no treaty in effect between the United States and Bermuda
providing for the enforcement of judgments of U.S. courts. Some remedies available under the laws of U.S. juris-
dictions. including some remedies available under the U.S. federal securities laws, may not be allowed in Bermuda
courts as contrary to that jurisdiction’s public policy. Because judgments of U.S. courts are not automatically
enforceable in Bermuda, it may be difficult for investors to recover against us based upon such judgments.

There are regulatory limitations on the ownership and transfer of our common shares.

‘The Bermuda Monetary Authority must approve all issuances and transfers of securities of a Bermuda exempted
company like us. We have received from the Bermuda Monetary Authority their permission for the issue and
subsequent transfer of our common shares. as long as the shares are listed on the New York Stock Exchange or other
appointed exchange. 10 and among persons resident and non-resident of Bermuda for exchange control purposes.

Before any shareholder acquires 10% or more of the voting shares, either directly or indirectly, of Allied World
Assurance Company (U.S.) Inc. or Newmarket Underwriters Insurance Company, that shareholder must file an
acquisition statement with and obtain prior approval from the domiciliary insurance commissioner of the respective
company.

Risks Related to Taxation

U.S. taxation of our non-U.S. companies could materially adversely affect our financial condition and
results of eperations.

Allied World Assurance Company Holdings, Ltd, Allied World Assurance Holdings (lretand) Ltd and Allied
World Assurance Company, Ltd are Bermuda companies. and Altied World Assurance Company (Europe) Limited
and Allied World Assurance Company (Reinsurance) Limited are trish companies (collectively, the “non-U.S. com-
panies™). We believe that the non-U.S. companies have operated and will operate their respective businesses in a
manner that will not cause them to be subject to U.S. tax (other than U.S. federal excise lax on insurance and
reinsurance premiums and withholding tax on specified invesiment income from U.S. sources) on the basis that
none of them are engaged in a U.S. trade or business. However, there are no definitive standards under current law as
10 those activities that constitute a U.S. trade or business and the determination of whether a non-U.S. company is
engaged in a U.S. trade or business is inherently factual. Therefore. we cannot assure you that the U.S. laternal
Revenue Service (the “IRS™) will not contend that a non-U.S. company is engaged in a U.S. trade or business. If any
of the non-U.S. companies are engaged in a U.S. trade or business and do not qualify for benefits under the
applicable income tax treaty. such company may be subject to U.S. federal income taxation at regular corporate
rates on its premium income from U.S. sources and investment income that is effectively connected with its
U.S. trade or business. In addition, a U.S. federal branch profits tax at the rate of 30% will be imposed on the
carnings and profits attributable to such income. All of the premium income from U.S. sources and a significant
portion of investment income of such company, as computed under Section 842 of the Code requiring that a toreign
company carrying on a U.S. insurance or reinsurance business have a certain minimum amount of effectively
connected net investment income. determined in accordance with a formula that depends, in part, on the amount of
U.S. risks insured or reinsured by such company, may be subject to U.S. federal income and branch profiis taxes.

If Allied World Assurance Company, Ltd (the “Bermuda insurance subsidiary™} is engaged in a U.S. trade or
business and qualifies for benefits under the United States-Bermuda tax treaty, U.S. federal income taxation of such
subsidiary will depend on whether (i) it maintains a U.S. permanent establishment and (ii) the relief from taxation
under the treaty generally applies to non-premium income. We believe that the Bermuda insurance subsidiary has
operated and will operate its business in a manner that will not cause it to maintain a U.S. permanent establishment.
However, the determination of whether an insurance company maintains a U.S. permanent establishment is
inherently factual. Therefore. we cannot assure you that the IRS will not successfully assert that the Bermuda
insurance subsidiary maintains a U.S. permanent establishment. In such case, the subsidiary will be subject to
U.S. federal income tax at regular corporate rates and branch profit tax at the rate of 30% with respect to its income
attributable to the permanent establishment. Furthermore, although the provisions of the treaty clearly apply to
premium income, it is uncertain whether they generally apply to other income of a Bermuda company. Therefore, if
the Bermuda insurance subsidiary is engaged in a U.S. trade or business, qualifies for benefits under the treaty and
does not maintain a U.S. permanent establishment but the treaty is interpreted not to apply to income other than
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premium income. such subsidiary will be subject 1o U.S. federal income and branch profits taxes on its investment
and other non-premium income as described in the preceding paragraph.

If any of Allied World Assurance Holdings (Ireland) Ltd or our Irish companies is engaged in a U.S. trade or
business and qualifies for benefits under the Irelund-United States income tax treaty, U.S. federal income taxation of
such company will depend on whether it maintains a U.S. permanent establishment. We believe that each such
company has operated and will operate its business in a manner that will not cause it to maintain a U.S. permanent
establishment. However. the determination of whether a non-U.S. company maintains a U.S. permanent estab-
lishment is inherently factual. Therefore, we cannot assure you that the IRS will not successfully assert that any of
such companies maintains a U.S. permanent establishment. In such case. the company will be subject to U.S. federal
income tax at regular corporate rates and branch profits tax at the rate of 5% with respect to its tncome attributable to
the permanent establishment.

U.S. federal income tax, if imposed, will be based on effectively connected or attributable income of a
non-1J.8. company computed in a manner generally analogous to that applied to the income of a U.S. corporation,
except that all deductions and credits claimed by a non-U.S. company in a taxable year can be disallowed if the
company does not file a U.S. federal income tax return for such year. Penalties may be assessed for failure to file
such return. None of our non-U.S. companies filed U.S. federal income tax returns for the 2002 and 2001 taxable
years. However, we have filed protective U.S. federal income 1ax returns on a timely basis for each non-U.S. com-
pany for 2003, 2004 and 2005. and we plan to timely file returns for subsequent years in order to preserve our right
to claim tax deductions and credits in such years if any of such companies is determined to be subject to U.S. federal
Income tax.

If any of our non-U.S. companies is subject to such U.S. federal taxation. our financial condition and results of
operations could be materially adversely affected.

Our U.S. insurance subsidiaries may be subject to additional U.S. taxes in connection with our
interaffiliate arrangements.

Allied World Assurance Company (U.S.) Inc. and Newmarket Underwriters Insurance Company (the
“U.S. insurance subsidiaries™) are U.S. companies. They reinsure a substantial portion of their insurance policies
with Allied World Assurance Company, Ltd. While we believe that the terms of these reinsurance arrangements are
arm’s length. we cannot assure you that the IRS will not successfully assert that the payments made by the
U.S. subsidiaries with respect 10 such arrangements exceed arm’s length amounts. In such case, our U.S. insurance
subsidiaries will be treated as realizing additional income that may be subject to additional U.S. income tax,
possibly with interest and penalties. Such excess amount may also be deemed to have been distributed as dividends
to the direct parent of the U.S. insurance subsidiaries, Allied World Assurance Holdings (Ireland) Ltd, in which case
this deemed dividend will also be subject to a U.S. federal withholding tax of 5%, assuming that the parent is
eligible for benefits under the United States-Ireland income tax treaty (or a withholding tax of 30% if the purent is
not so eligible). If any of these U.S. taxes are imposed, our financial condition and results of operations could be
materially adversely affected.

You may be subject to U.S. income taxation with respect to income of our non-U.S. companies and
ordinary income characterization of gains on disposition of common shares under the controlled Joreign
corporation (“CFC"} rules.

We believe that U.S. persons holding our common shares should not be subject to U.S. federal income taxation
with respect to income of our non-U.S. companies prior to the distribution of earnings attributable to such income or
ordinary income characterization of gains on disposition of common shares on the basis that such persons should
not be “United States shareholders™ subject to the CFC rules of the Code. Generally, each “United States
shareholder” of a CFC will be subject to (i) U.S. federal income taxation on its ratable share of the CFC’s
subpart F income. even if the earnings attributable to such income are not distributed, provided that such “United
States shareholder™ holds directly or through non-U.S. entities shares of the CFC: and (ii) potential ordinary income
characterization of gains from sale or exchange of the directly owned shares of the non-U.S. corporation. For these
purposes, any U.S. person who owns directly, through non-U.S. entities, or under applicable constructive ownership
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rules, 10% or more of the total combined voting power of all classes of stock of any non-U.S. company will be
considered o be a “United States shareholder.” Although our non-U.S. companies may be or become CFCs and
certain of our principal U.S. shareholders currently own 10% or more of our common shares, for the following
reasons we believe that no U.S. person holding our shares directly, or through non-U.S. entities, should be a**United
States shareholder.” First, our Bye-laws provide that if a U.S. person (including any principal shareholder) owns
directly or through non-U.S. entities any of our shares, the number of votes conferred by the shares owned directly,
indirectly or under applicable constructive ownership rules by such person will be less than 10% of the aggregate
number of votes conferred by all issued shares of Allied World Assurance Company Holdings, Ltd. Second, our
Bye-laws restrict issuance, conversion, transfer and repurchase of the shares to the extent such transaction would
cause a U.S. person holding directly or through non-U.S. entities any of our shares to own directly, through
non-U.S. entities or under applicable constructive ownership rules shares representing 10% or more of the voting
power in Allied World Assurance Company Holdings, Ltd. Third, our Bye-laws and the bye-laws of our
non-U.S. subsidiaries require (i) the board of directors of Allied World Assurance Company, Ltd to consist only
of persons who have been elected as directors of Allied World Assurance Company Holdings, Lid (with the number
and classification of directors of Allied World Assurance Company. Ltd being identical to those of Allied World
Assurance Company Holdings, Ltd) and (ii) the board of directors of each other non-U.S. subsidiary of Allied World
Assurance Company Holdings, Ltd to consist only of persons approved by our shareholders as persons eligible to be
elected as directors of such subsidiary. Therefore, U.S. persons holding common shares should not be subject to the
CFC rules of the Code (except that a U.S. person may be subject to the ordinary income characterization of gains on
disposition of common shares if such person owned 10% or more of our total voting power solely under the
applicable constructive ownership rules at any time during the 5-year period ending on the date of the disposition
when we were a CFC). We cannot assure you, however, that the Bye-law provisions referenced in this paragraph will
operate as intended or that we will be otherwise successful in preventing a U.S. person from exceeding, or being
deemed to exceed, these voting limitations. Accordingly, U.S. persons who hold our shares directly or through
non-U.S. entities should consider the possible application of the CFC rules.

You may be subject to U.S. income taxation under the related person insurance income (“RPII”) rules.

Allied World Assurance Company, Ltd, Allied World Assurance Company (Europe) Limited and Allied World
Assurance Company (Reinsurance) Limited {the “‘non-U.S. insurance subsidiaries™), are non-U.S. companies
which currently insure and reinsure and are expected to continue to insure and reinsure directly or indirectly certain
of our U.S. shareholders (including our U.S. principal shareholders) and persons related to such sharcholders. We
believe that U.S. persons that hold our shares directly or through non-U.S. entities will not be subject to U.S. federal
income taxation with respect to the income realized in connection with such insurance and reinsurance prior to
distribution of earnings attributable to such income on the basis that RPII, determined on gross basis, realized by
each non-U.S. insurance subsidiary will be less than 209% of its gross insurance income in each taxable year. In order
to qualify for this exception, each non-U.S. insurance subsidiary requests information from its insureds and
reinsureds in order to determine whether such persons are, or are related to, our direct and indirect shareholders. On
the basis of this information, each non-U.S. subsidiary currently monitors and will monitor the amount of RPII
realized and. when appropriate, declines and will decline to write primary insurance and reinsurance for our
U.S. shareholders and persons related to such shareholders. However, we cannot assure you that the measures
described in this paragraph will operate as intended. In addition, some of the factors that determine the extent of
RPII in any period may be beyond our knowledge or control. For example, we may be considered to insure
indirectly the risk of our shareholder if an unrelated company that insured such risk in the first instance reinsures
such risk with us, Therefore, we cannot assure you that we will be successful in keeping the RPII realized by the
non-U.S. insurance subsidiaries below the 20% limit in each taxable year. Furthermore. even if we are successful in
keeping the RPII below the 20% limit, we cannot assure you that we will be able to establish that fact to the
satistaction of the U.S. tax authorities. If we are unable to establish that the RPIT of any non-U.S. insurance
subsidiary is less than 20% of that subsidiary’s gross insurance income in any taxabte year, and no other exception
from the RPI1 rules applies, each U.S. person who owns common shares, directly or through non-U.S. entities, on
the last day of the taxable year will be generally required to include in its income for U.S. federal income tax
purposes that person’s ratable share of that subsidiary’s RPII for the taxable year. determined as if that RPII were
distributed proportionately to U.S. holders at that date, regardless of whether that income was actually distributed.
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The RPII rules provide that if a holder who is a U.S. person disposes of shares in a foreign insurance
corporation that has RPII (even if the amount of RPI is less than 20% of the corporation’s gross insurance income)
and in which U.S. persons own 25% or more of the shares. any gain from the disposition will generally be treated as
a dividend to the extent of the holder’s share of the corporation’s undistributed earnings and profits that were
accumulated during the period that the holder owned the shares (whether or not those earnings and profits are
attributable to RPIL). In addition, such a shareholder will be required to comply with specified reporting
requirements. regardless of the amount of shares owned. These rules should not apply to dispositions of our
common shares because Allied World Assurance Company Holdings. Ltd is not itself directly engaged in the
insurance business and these rules appear 10 apply only in the case of shares of corporations that ure directly
engaged in the insurance business. We cannot assure you, however, that the IRS will interpret these rules in this
manner or that the proposed regulations addressing the RPII rules will not be promulgated in final form in a manner
that would cause these rules to apply to dispositions of our common shares.

U.S. tax-exempt entities may recognize unrelated business taxable income (“UBTI”).

A U.S. tax-exempt entity holding our common shares generally will not be subject to U.S. federal income tax
with respect to dividends and gains on our common shares. provided that such entity does not purchase our common
shares with borrowed funds. However. if a U.S. tax-exempt entity realizes income with respect (0 our common
shares under the CFC or RPI rules, as discussed above, such entity will be generally subject to U.S. federal income
tax with respect to such income as UBTL. Accordingly, U.S. tux-exempt entities that are potential investors in our
common shares should consider the possible application of the CFC and RPII rules.

You may be subject to additional U.S. federal income taxation with respect to distributions on and gains
on dispositions of common shares under the passive foreign investment company (“PFIC”) rules.

We believe that U.S. persons holding common shares should not be subject to additional U.S. federal income
taxation with respect to distributions on and gains on dispositions of common shares under the PFIC rules. We
expect that our insurance subsidiaries will be predominantly engaged in an insurance business and will not hold
reserves in excess of reasonable needs of their business, and therefore qualify for the insurance exception from the
PFIC rules. However, the determination of the nature of such business and the reasonableness of such reserves is
inherently factual. Furthermore. we cannot assure you, as to what positions the IRS or a court might take in the
future regarding the application of the PFIC rules to us. Therefore, we can not assure you that we will not be
considered to be a PFIC. If we are considered to be a PFIC, U.S. persons holding common shares could be subject to
additional U.S. federal income taxation on distributions on and gains on dispositions of common shares.
Accordingly. each U.S. person who is considering an invesunent in common shares should consult his or her
tax advisor as to the effects of the PFIC rujes.

Application of a recently published IRS Revenue Ruling with respect to our insurance or reinsurance
arrangements can materially adversely affect us and our shareholders.

Recently. the IRS published Revenue Ruling 2005-40 (the “Ruling™) addressing the requirement of adequate
risk distribution among insureds in order for a primary insurance arrangement to constitute insurance for
U.S. federal income tux purposes. If the IRS successfully contends that our insurance or reinsurance arrangements,
including such arrangements with affiliates of our principal shareholders, and with our U.S. subsidiaries. do not
provide for adequate risk distribution under the principles set forth in the Ruling. we and our shareholders could be
subject to material adverse U.S. federal income tax consequences, including taxation under PFIC rules.

Future U.S. legislative action or other changes in U.S. tax law might adversely affect us or our
shareholders,

The tax treatment of non-U.S. insurance companies and their U.S. insurance subsidiaries has been the subject
of discussion and legislative proposals in the U.S. Congress. We cannot assure you that future legislative action will
not increase the amount of U.S. tax payable by our non-U.S. companies, our U.S. subsidiaries or our shareholders. If
this huppens. our financial condition and results of operations could be materially adversely affected.
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We may be subject to U.K. tax, which may have a material adverse effect on our results of operations.

None of our companies are incorporated in the United Kingdom. Accordingly, none of our companies should
be treated as being resident in the United Kingdom for corporation tax purposes unless our central management and
control of any such company is exercised in the United Kingdom. The concept of central management and control is
indicative of the highest level of control of a company, which is wholly a question of fact. Each of our companies
currently intend to manage our affairs so that none of our companies is resident in the United Kingdom for tax
purposes.

The rules governing the taxation of foreign companies operating in the United Kingdom through a branch or
agency were amended by the Finance Act 2003. The current rules apply to the accounting periods of non-U.K.
resident companies which start on or after January 1, 2003. Accordingly. a non-U.K. resident company will only be
subject to U.K. corperation tax it it carries on a trade in the United Kingdom through a permanent establishment in
the United Kingdom. In that case, the company is, in broad terms, taxable on the profits and gains attributable to the
permanent establishment in the United Kingdom. Broadly a company will have a permanent establishment if it has a
fixed place of business in the United Kingdom through which the business of the compuny is wholly or partly
carried on or if an agent acting on behalf of the company habitually exercises authority in the United Kingdom to do
business on behalf of the company. Each of our companies. other than Allied World Assurance Company
(Reinsurance) Limited and Allied World Assurance Company (Europe) Limited (which have established branches
in the United Kingdom). currently intend that we will operate in such a manner as to not carry on a trade through a
permanent establishment in the United Kingdom.

If any of cur U.S. subsidiaries were trading in the United Kingdom through a branch or agency and the
U.5. subsidiaries were to quality for benefits under the applicable income tax treaty between the United Kingdom and
the United States, only those profits which were attributable 1o a permanent establishment in the United Kingdom
would be subject to U.K. corporation tax.

[t Allied World Assurance Holdings (Ireland) Ltd was trading in the United Kingdom through a branch or
agency and it was entitled o the benefits of the tax treaty between Ireland and the United Kingdom, it would only be
subject to UK. taxation on its profits which were attributable to a permanent establishment in the United Kingdom.
The brunches established in the United Kingdom by Allied World Assurance Company (Reinsurance) Limited and
Allied World Assurance Company (Europe) Limited constitute a permanent establishment of those companies and
the profits attributable to those permanent establishments are subject to U.K. corporation tax.

The United Kingdom has no income tax treaty with Bermuda.

There are circumstances in which companies that are neither resident in the United Kingdom nor entitled to the
protection afforded by u double tax treaty between the United Kingdom and the jurisdiction in which they are
resident may be exposed to income tax in the United Kingdom (other than by deduction or withholding) on the
profits of a trade carried on there even if that trade is not carried on through a branch or agency, but each of our
companies currently intend to operate in such a manner that none of our companies will fall within the charge to
income tax in the United Kingdom (other than by deduction or withholding) in this respect.

If any of our compunies were treated as being resident in the United Kingdom for UK. corporation tax
purposes. or if any of our companies, other than Allied World Assurance Company (Reinsurance) Limited and
Allied World Assurance Company (Europe) Limited, were to be treated as carrying on a trade in the
United Kingdom through a branch or agency or of having a permanent establishment in the United Kingdom,
our results of operations and your investment could be materially adversely affected.

We may be subject to Irish tax, which may have a material adverse effect on our resulls of operations.

Companies resident in Ireland are generally subject to Irish corporation tax on their worldwide income and
capital gains. None of our companies, other than our Irish companies and Allied World Assurance Holdings
(Ireland} Ltd. which resides in Ireland. should be treaied as being resident in Ireland unless our central management
and control is exercised in Ireland. The concept of central management and control is indicative of the highest level
of control of a company, and is wholly a question of fact. Each of our companies, other than Allied World Assurance
Holdings (Ireland) Ltd and our Irish companies, currently intend to operate in such a manner so that the central
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management and control of each of our companies. other than Allied World Assurance Holdings (Ireland) Ltd and
our Irish companies, is exercised outside of [reland. Nevertheless, because central management and control is a
question of fact to be determined based on a number of different factors. the Irish Revenue Commissioners might
contend successfully that the central management and control of any of our companies, other than Allied World
Assurance Holdings (Ireland) Lid or our Irish companies, is exercised in Ireland. Should this oceur, such company
will be subject to Irish corporation tax on their worldwide income and capital gains.

The trading income of a company not resident in Ireland for Inish tax purposes-can alse be subject to Irish
corporation tax if it carries on a trade through a branch or agency in Ireland. Each of our companies currently intend
to operate in such a manner so that none of our companies carry on a trade through a branch or agency in Ireland.
Nevertheless, because neither case law nor Irish legislation definitively defines the activities that constitute trading
in Ireland through a branch or agency, the Irish Revenue Commissioners might contend successfully that any of our
companies, other than Allied World Assurance Holdings (Ireland} Ltd and our Irish companies. is trading through a
branch or agency in Ireland. Should this occur, such companies will be subject to Irish corporation tax on profits
attributable to that branch or agency.

If any of our companies. other than Allied World Assurance Holdings (Ireland) Ltd and our Irish companies.
were treated as resident in Ireland for Irish corporation tax purposes, or as carrying on a trade in Ireland through a
branch or agency. our results of operations and your investment could be materially adversely affected.

If corporate tax rates in Ireland increase, our business and financial results could be adversely affected.

Trading income derived from the insurance and reinsurance businesses carried on in lreland by our Irish
companies is generally taxed in Ireland at a rate of 12.5%. Over the past number of years, various European Union
Member States have, from time to time, called for harmonization of corporale 1ax rates within the European Union.
Irelund, along with other member states, has consistently resisted any movement towards standardized corporate tax
rates in the European Union. The Government of Ireland has also made clear its commitment to retain the 12.5%
rate of corporation tax until at least the year 2025. Should. however. tax laws in Ireland change so as to increase the
general corporation tax rate in Ireland, our results of operations could be materially adversely affected.

If investments held by our Irish companies are determined not to be integral to the insurance and
reinsurance businesses carried on by those companies, additional Irish tax could be imposed and our
business and financial resulls could be adversely affected.

Based on administrative practice, taxable income derived from investments made by our Irish companies is
generally taxed in [reland at the rate of 12.53% on the grounds that such investments either form part of the
permanent capital required by regulatory authorities, or are otherwise integral 1o the insurance and reinsurance
businesses carried on by those companies. Qur Irish companies intend to operate in such a manner so that the level
of investments held by such companies does not exceed the amount that is integral to the insurance and reinsurance
businesses carried on by our Irish companies. If, however. investment income earned by our Irish companies
exceeds these thresholds, or if the administrative practice of the I[rish Revenue Commissioners changes, Irish
corporations tax could apply to such investment income at a higher rate (currently 25%) instead of the general
12.5% rate. and our results of operations could be materially adversely affected.

We may become subject to taxes in Bermuda after March 28, 2016, which may have a material adverse
effect on our results of operations and our investment.

The Bermuda Minister ot Finance, under the Exempted Undertakings Tax Protection Act. 1966 of Bermuda,
has given each of Allied World Assurance Company Holdings, Lid, Allied World Assurance Company. Lid and
Allied World Assurance Heldings (Treland) Ltd an assurance that if any legislation is enacted in Bermuda that would
impose tax computed on profits or income, or computed on any capital assct, gain or appreciation, or any tax in the
nature of estate duty or inheritunce tax, then the imposition of any such tux will not be applicable to Allied World
Assurance Company Holdings, Ltd, Allied World Assurance Company. Ltd und Allied World Assurance Holdings
(Ireland) Ltd or any of their operations, shares. debentures or other obligations until March 28, 2016. Given the
limited duration of the Minister of Finance’s assurance, we cannot be certain that we will not be subject to any
Bermuda tax after March 28, 2016.

48




The Organization for Econromic Cooperation and Development and the European Union are considering
measures that might increase our taxes and reduce our net income.

The Organization for Economic Cooperation and Development (the “OECD™) has published reports and
launched a gliobal dialogue among member and non-member countries on measures to limit harmful tax com-
petition. These measures are largely directed at counteracting the effects of tax havens and preferential tax regimes
in countries around the world. In the OECD’s report dated April 18, 2002 and updated as of June 2004 and
November 2005 via a “Global Forum,.” Bermuda was not listed as an uncooperative tax haven jurisdiction because it
had previously committed to eliminate harmful tax practices and to embrace international tax standards for
transparency, exchange of information and the elimination of any aspects of the regimes for financial and other
services that attract business with no substantial domestic activity. We are not able to predict what changes will arise
from the commitment or whether such changes will subject us to additional taxes.

Item 1B. Unresolved Staff Comments.

None.

Item 2. Properties.

We currently lease office space in Pembroke, Bermuda (which houses our corporate headquarters); Boston,
Massachusetts; Chicago, 1llinois; New York, New York; San Francisco, California; Dublin, Ireland; and London,
England. Our reinsurance segment operates out of our Bermuda office and our property and casualty segments
operate out of each of our office locations. Except for our office space in Bermuda, which has a 15 year lease term,
our leases have remaining terms ranging from approximately one year to approximately ten years in length, We
believe that the office space from these leased properties is sufficient for us to conduct our operations for the
foreseeable future.

Item 3. Legal Proceedings.

On or about November 8, 2005, we received a CID from the Antitrust and Civil Medicaid Fraud Division of the
Office of the Attorney General of Texas relating to an investigation into {1} the possibility of restraint of trade in one
or more markets within the State of Texas arising out of our business relationships with AIG and Chubb, and
(2) certain insurance and insurance brokerage practices, including those relating to contingent commissions and
false quotes, which are aiso the subject of industry-wide investigations and class action litigation. Specifically, the
CID secks information concerning our relationship with our investors, and in particular, AIG and Chubb, including
their role in our business, sharing of business information and any agreements not to compete. The CID also seeks
information regarding (i) contingent commission, placement service or other agreements that we may have had with
brokers or producers, and (ii) the possibility of the provision of any non-competitive bids by us in connection with
the placement of insurance. We are cooperating in this ongoing investigation, and we have produced documents and
other information in response to the CID. Based on our discussions with representatives of the Attorney General of
Texas, the investigation is currently expected to proceed to a settlement. This is likely to result in certain payments
that would be adverse to us. Based on our discussions, we have reserved $2.1 million for settlement payments to be
made to the State of Texas. The outcome of the investigation may form a basis for investigations, civil litigation or
enforcement proceedings by other state regulators, by policyholders or by other private parties, or other voluntary
settlements that could have a negative effect on us.

On April 4. 2006, a complaint was filed in the U.S. District Court for the Northern District of Georgia { Atlanta
Division) by a group of several corporations and certain of their related entities in an action entitled New Cingular
Wireless Headquarters, LLC et al, as plaintiffs, against certain defendants, including Marsh & MclLennan
Companies, Inc., Marsh Inc. and Aon Corporation, in their capacities as insurance brokers, and 78 insurers,
including our insurance subsidiary in Bermuda, Allied World Assurance Company, Lid.

The action generally relates to broker defendants’ placement of insurance contracts for plaintiffs with the
78 insurer defendants. Plaintiffs maintain that the defendants used a variety of illegal schemes and practices
designed to, among other things, allocate customers, rig bids for insurance products and raise the prices of insurance
products paid by the plaintiffs. In addition, plaintiffs allege that the broker defendants steered policyholders’
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business to preferred insurer defendants. Plaintiffs claim that as a result of these practices, policyholders either paid
more for insurance products or received less beneficial terms than the competitive market would have charged. The
eight counts in the complaint allege, among other things. (i) unreasonable restraints of trade and conspiracy in
violation of the Sherman Act. (i} violations of the Racketeer Influenced and Corrupt Organizations Act, or RICO,
(ii) that broker defendants breached their fiduciary duties to plaintiffs, (iv) that insurer defendants participated in
and induced this alleged breach of fiduciary duty. (v) unjust enrichment. (vi) common law fraud by broker
defendants and (vii) statutory and consumer fraud under the laws of certain U.S. states. Plaintiffs seek equitable and
legal remedies. including injunctive relief, unquantified consequential and punitive damages, and treble damages
under the Sherman Act and RICO. On October 16, 2006, the Judicial Panel on Multidistrict Litigation ordered that
the litigation be transferred to the U.S. District Court for the District of New Jersey for inclusion in the coordinated
or consolidated pretrial proceedings occurring in that court. Neither Allied World Assurance Company, Ltd nor any
of the other defendants have responded to the complaint. Written discovery has begun but has not been completed.
While this matter is in an early stage, and it is not possible 1o predict its outcome, the company does not currently
believe that the outcome will have a material adverse effect on the company’s operations or financial position.

We may become involved in various claims and legal proceedings that arise in the normal eourse of our
business. which are not likely to have a material adverse effect on our results of operations.

Item 4.  Submission of Matters to a Vote of Security Holders.

(@) On November 29, 2006, we held our 2006 unnual generad meeting of sharcholders (the “Annual General
Meeting™).

{b) Proxies were solicited by our management in connection with the Annual General Meeting at which the
following matters were acted upon with the voting results indicated below. There was no solicitation of opposition
to our nominees listed in the proxy statement. The Class IIl directors were re-elected for three-year terms as
described in (¢) (1) below.

The other directors. whose term at office continued after the meeting are:

Michael 1. D. Morrison
Scott Hunter

Mark R. Patterson
Samuel J. Weinhoff
Philip D. DeFeo

(c) 1. Election of Directors

Our board of directors is divided into three classes: Class I, Class 11 and Class 111, each of approximately equal
size. At the Annual General Meeting, our shareholders elected our Class I directors to hold office until our
company’s Annual General Meeting of Shareholders in 2009, or until their successors are duly elected and qualified
ar their oftice is otherwise vacated.

Name Votes For Withheld Authority
Scott A.Carmilani. . ... .. ... . e 21.879.981 96.995
James F. Duffy . ... ... . . 21,971,881 5.095
Bart Friedman. . ... ... .. . .. . 21,971,881 5,095

2. Approval of Eligible Subsidiary Direciors

In accordance with our Bye-laws, no person may be elected as a director of our company’s non-U.S. sub-
sidiaries {excluding Allied World Assurance Company. Ltd) unless such person has been approved by our
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company’s shareholders. At our Annual General Meeting, the following persons were approved as “eligible
subsidiary directors™ of our non-U.S. subsidiaries.

Allied World Assurance Holdings (Ireland) Ltd

Name Vates For Withheld Authority
Scott A. Carmilani. . . ... . . e 21,880,381 96,595
Wesley D. Dupont. . ... ... 21,880,381 96,595
Michael I.D. Morrison. . . ... .. 21,638,571 338,405
John T. Redmond .. ... ... ... ... . . . . . 21,880,381 96,595

Allied World Assurance Company (Europe) Limited

Name Votes For Withheld Authority
JMichael Baldwin .. .. .. ... .. ... .. .. . ... ... . . 21.880.381 96,595
Scott A, Carmilani. . ... ... ... ... . 21.880.381 96.595
John Chifford. . .. ... .. . .. 21,880,381 06,595
Hugh Governey . . .. ... ... .. . e 21,971,881 5,095
Michael LD. Morrison . . ... ... ... ... ... . . 21,638,571 338,405
John T.Redmond . ... ... ... ... ... ... ... ............. 21,880,381 96.595

Allied World Assurance Company (Reinsurance) Limited

Name Votes For Withheld Authority
L Michaet Baldwin . ... .. ... ... ... ... .. 21,880,381 96,595
Scott A. Carmilani. . . .. ...... ... ... ... .. .. 21,880.381 96,595
John Clifford. . ... .. . . 21,880,381 96,595
Hugh Governey . . .. ... ... .. . 21,971 881 5,095
Michael LD, Morrison. . ... ... e e 21,638,571 338,405
John T. Redmond . . ... ... .. . . 21,880,381 96,595

3. Appointment of Independent Auditors

Our shareholders voted to approve the appointment of Deloitte & Touche as our independent auditors for the
fiscal year ending December 31, 2006,

Votes For Votes Against Abstain
21.976.061 615 300
PART 11

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities.

Our common shares began publicly trading on the New York Stock Exchange under the symbol “AWH” on
July 12, 2006. The following table sets forth, for the periods indicated, the high and low sales prices per share of our
common shares as reported on the New York Stock Exchange Composite Tape.

High Low
2006:
Third quarter (commencing July 12,2006) ... ... ... ... .. ... ... . . ... $41.00  $34.10
Fourth QUARer. .« . o e e e $44.28  $39.20




On February 28. 2007. the last reported sale price for our common shares was $41.73 per share. At February 28.
2007. there were 145 holders of record of our common shares. At February 8, 2007, there were approximately 3.600
beneficial holders of our common shares,

In March 2005, we paid an extraordinary cash dividend to our common shareholders of record totaling
approximately $500 million. During the year ended December 31, 2006, we declared one regular quarterly dividend
of $0.15 per common share payable on December 21, 2006 to our shareholders of record on December 5, 2006. The
declaration and payment of dividends to holders of common shares is expected but will be at the discretion of our
board of directors and subject to specified legal, regulatory, financial and other restrictions.

As a holding company. our principal source of income is dividends or other statutorily permissible payments
from our subsidiaries. The ability of our subsidiaries to pay dividends is limited by the applicable laws and
regulations of the various countries in which we operate, including Bermuda. the United States and Ireland. See
Item 1 “Business — Regulatory Matters”™ and Item 7 “Management’s Discussion and Analysis of Financial
Condition and Results of Operations — Liquidity and Capital Resources — Resirictions and Specific Require-
ments” and Note 13 of the notes to consolidated financial statements included in this report.

Performance Graph

The following information is not deemed to be “soliciting material™ or to be “filed” with the SEC or subject to
the liabilities of Section 18 of the Exchange Act, and the report shall not be deemed to be incorporated by reference
into any prior or subsequent filing by the company under the Securities Act or the Exchange Act.

The following graph shews the cumulative total retarn, including reinvestment of dividends, on the common
shares compared to such return for Standard & Poor’s 300 Composite Stock Price Index (“S&P 500'"), and
Standard & Poor’s Property & Casualty Insurance Index for the period beginning on July 11, 2006 and ending on
December 31, 2006, assuming 3100 was invested on July 11, 2006. The measurement point on the graph represents
the cumulative shareholder return as measured by the last reported sale price on such date during the relevant period.

TOTAL RETURN TO SHAREHOLDERS
(INCLUDES REINVESTMENT OF DIVIDENDS)
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Item 6. Selected Financial Data.

The following table sets forth our summary historical statement of operations data and summary balance sheet
data as of and for the years ended December 31, 2006, 2005, 2004, 2003 and 2002. Statement of operations data and
balance sheet data are derived trom our audited consolidated financial statements, which have been prepared in
accordance with U.S. GAAP. These historical results are not necessarily indicative of results to be expected from
any future period. For further discussion of this risk see Item |.A. “Risk Factors” in this Form 10-K. You should read
the following selected financial data in conjunction with the other information contained in this Form 10-K,
including Item 7 “Management's Discussion and Analysis of Financial Condition and Results of Operations™ and
ltem 8§ “Financial Statements and Supplementary Data™.

Summary Statement of
Operations Data:

Gross premiums written . . .. . . .

Net premiums written

Net premiums eamed . .. ... ...
Net investment income. . ... ...

Net realized investment (losses)
GAINS . ...

Net losses and loss expenses . . .
Acquisition costs . ... ... ...

General and administrative
CXPENSCS .« v v e

Foreign exchange loss (gain) . . .
Interest expense. .. ..........
[ncome tax expense (recovery) . .

Net income (loss)

Per Share Data:
Earnings (loss) per share(1):

Weighted average number of
common shares outstanding:

Selected Ratios:

Loss Aol 2) . o . e e
Acquisition cost ratio(3) . .. ... ...
General and administrative expense ratio(4)
Expense ratio(5) . . . .. .. .. e
Combined ratio(6) . . . . . ... . e e

Year Ended December 31,

2006 2005 2004 2003 2002
($ in millions, except per share amounts and ratios)

1.65.0 $ 15603 $ 1L,708.0 $ 1,5737 % 922.5
1,306.6 % 12220 % 1,3727 0% 13465  § 846.0
1.2520 % 1,271 § 1.3255  § 1.167.2 % 434.0
244 .4 178.6 129.0 101.0 81.6
(28.7) (10.2) 10.8 13.4 7.1
739.1 1,344.6 1,013.4 762.1 304.0
141.5 143.4 170.9 162.6 58.2
106.1 94.3 86.3 66.5 31.5
0.6 2.2 (0.3) (4.9) (1.5)
32.6 15.6 — — —

5.0 (0.4) (2.2) 6.9 2.9
4428 § (159.8) § 1972 % 2884 % 127.6
809 % 3.19 § 393 % 575 % 2.55
7.75 3.19 3.83 5.66 2.55
54,746,613 50,162.842 50,162,342 50,162,842 50,089,767
57.115.172 50.162.842 51,425,389 50,969,715 50,089,767
015 % 9.93 — — —

Year Ended December 3,
2006 2005 2004 2003 2002
59.0% 105.7% 76.5% 65.3% 70.1%

11.3 11.3 12.9 13.9 13.4

..................... 8.5 7.4 6.5 5.7 7.3
19.8 18.7 19.4 19.6 207

788 1244 959 849 90.8




As of December 31,
2000 2005 2004 2003 2002
{($ in millions, except per share amounts)

Summary Balance Sheet Data:

Cash and cash equivalents . ... ... . ... .. $ 3668 § 1724 % 1907 $ 661 $ 8§79
[nvestments at fair market value .. ... ... .. . .. 5.440.3 4.687.4 4.087.9 3.184.9 21299
Reinsurance recoverable .. ... ..., .. ... .. 689.1 716.3 259.2 93.8 0.6
Total assets. . ... .. 7.620.6 6,610.5 5.072.2 3,849.0 2,560.3
Reserve for losses and loss expenses . ... .. ... .. 3.637.0 34054 2.037.1 1,058.7 310.5
Unearned premiums .. ... . ....... ... ... .. 813.8 740.1 7953 725.5 475.8
Total debt. . ... . ... ... ... L 498.6 500.0 — — —
Total shareholders™ equity ... .......... ... ... 2.220.1 1,420.3 21385 1,979.1 1,682.4
Book value per shure(7):

Basic ... . .. .. $ 3682 0§ 2831 0§ 4263 0§ 3945 § 3359

Diluted ... .. ... oo 35.26 28.20 41.58 38.83 33.59

(1) Please refer 1o Note 10 of the notes to consolidated financial statements for the calculation of basic and diluted
earnings per share.

(2) Calculated by dividing net losses and loss expenses by net premiums carned.

(3) Calculated by dividing acquisition costs by net premiums ecarned.

(4) Culculated by dividing general and administrative expenses by net premiums earned.

(5) Calculated by combining the acquisition cost ratio and the general and administrative expense ratio.

(6) Calculated by combining the loss ratio. acquisition cost ratio and general and administrative expense ratio.

(7) Basic book value per share is defined as totul shareholders™ equity available to common sharcholders divided by
the number of common shares outstanding as at the end of the period, giving no effect to dilutive securities.
Diluted book value per share is a non-GAAP financial measure and is defined as total shareholders’ equity
available to common shareholders divided by the number of common shares and common share equivalents
outstanding at the end of the period, calculated using the treasury stock method for all potentially dilutive
sccurities. When the effect of dilutive securities would be anti-dilutive. these securities are excluded from the
calculation of diluted book value per share. Certain warrants that were anti-dilutive were excluded from the
culeulation of the diluted beok value per share as of December 31, 2005 and 2002. The number of warrants that
were anti-dilutive were 5.873.500 and 5.956.667 as of December 31, 2005 and 2002. respectively.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Some of the statements in this Form 10-K include forward-looking statements within the meaning of The
Private Securities Litigation Reform Act of 1995 that involve inherent risks and uncertaintics, These statements
include in general forward-looking statements both with respect to us and the insurance industry. Statements that are
not historical facts, including statements that usc terms such as “anticipates.” “believes.” “expects.” “intends.”
“plans.” “projects.” “seeks™ and "will” and that relate to our plans and objectives for future operations. are forward-
looking statements. In light of the risks and uncertainties inherent in all forward-looking statements. the inclusion of
such statements in this Form 10-K should not be considered as a representation by us or any other person that our
objectives or plans will be achieved. These statements are based on current plans, estimates and expeclations.
Actuul results may differ materially from those projected in such forward-looking statements and therefore you
should not place undue reliance on them. Important factors that could cause actual resuits (o differ materially from
those in such forward-looking statements are set forth in ltem {.A. “Risk Factors™ in this Form 10-K. We undertake
no abligation to release publicly the results of any future revisions we make to the forward-looking statements to
reflect events or circumstances after the date hereof or to reflect the occurrence of unanticipated events.
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Overview

Our Business

We write a diversified portfolio of property and casualty insurance and reinsurance lines of business
internationally through our insurance subsidiaries or branches based in Bermuda, the United States, Ireland
and the United Kingdom. We manage our business through three operating segments: property, casualty and
reinsurance. As of December 31, 2006, we had $7,620.6 million of total assets, $2,220.1 million of shareholders’
equity and $2,718.7 million of total capital.

During 2006, market conditions for property lines of business improved substantially as a result of the
windstorms that occurred during 2004 and 2005, We have taken advantage of selected opportunities and, as such,
our property segment grew to 28.0% of our business mix on a gross premiums written basis for the year ended
December 31, 2006 compared to 26.5% for the year ended December 31, 2005. We are continuing to see modest
declines in casualty insurance pricing but are taking advantage of opportunities where pricing, terms and conditions
still meet our targets. Our casualty and reinsurance segments made up 37.5% and 34.5%, respectively, of gross
premiums written for the year ended December 31, 2006 compared to 40.6% and 32.9%, respectively, for the year
ended December 31, 2005.

The year ended December 31, 2006 was the first full year of operations for our Chicago and San Francisco
offices. This, combined with the ongoing expansion of our Boston and New York offices, resulted in a $64.3 million,
or 68.4% increase in gross premiums written via our U.S. distribution platform.

During July 2006, we completed our [PO, seliing 10,120,000 common shares at $34.00 per share for total net
proceeds of approximately $315.8 million, including the underwriters” over-allotment option. We also issued
$500.0 million aggregate principal amount of senior notes bearing 7.50% annual interest and repaid our
$500.0 million term loan using proceeds from the issuance of the semior notes and our IPO, including the exercise
in full by the underwriters of their over-allotment option. We paid our first quarterly dividend of $0.15 per common
share, or approximately $9.0 million in aggregate, in December 2006,

We expect moderate rate declines and increased competition to continue in 2007. Increased competition is
resulting from increased capacity in the property insurance and property reinsurance marketplaces. Casualty lines
of business are also experiencing downward pressure on rates as competitors look to achieve diversification. We
cannoi predict with reasonable certainty whether these trends will persist in the future.

Relevant Factors

Revenues

We derive our revenues primarily from premiums on our insurance policies and reinsurance contracts, net of
any reinsurance or retrocessional coverage purchased. Insurance and reinsurance premiums are a function of the
amounts and types of policies and contracts we write, as well as prevailing market prices. Our prices are determined
before our ultimate costs, which may extend far into the future, are known. In addition, our revenues include income
generated from our investment portfolio, consisting of net investment income and net realized gains or losses. Our
investment portfolio is currently comprised primarily of fixed maturity investments, the income from which is a
function of the amount of invested assets and relevant interest rates.

Expenses

Our expenses consist largely of net losses and loss expenses, acquisition costs and general and administrative
expenses. Net losses and loss expenses are comprised of paid losses and reserves for losses less recoveries from
reinsurers. Losses and loss expense reserves are estimated by management and reflect our best estimate of ultimate
losses and costs arising during the reporting period and revisions of prior period estimates. In accordance with
accounting principles generally accepted in the United States of America, we reserve for catastrophic losses as soon
as the loss event is known to have occurred. Acquisition costs consist principally of commissions and brokerage fees
that are typically a percentage of the premiums on insurance policies or reinsurance contracts written, net of any
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commissions received by us on risks ceded to reinsurers. General and administrative expenses include personnel
expenses, professional fees, rent, information technology costs and other general operating expenses. General and
administrative expenses also included tees paid to subsidiaries of AIG in return for the provision of certain
administrative services. Prior to Junuary L, 2006, these fees were based on a percentage of our gross premiums
written. Effective January [, 2006, our administrative services agreements with AIG subsidiaries were amended and
contained both cost-plus and flat-fee arrangements for a more limited range of services. The services no longer
included within the agreements are now provided through additional staff and infrastructure of the company. As a
result of our IPO, we are experiencing increases in general and administrative expenses as we add persennel and
become subject o reporting regulations applicable to publicly-held companies. We expect this to continue in 2007.

Critical Accounting Policies

It is important to understand our accounting policies in order to understand our financial position and results of
operations. Our consolidated financial statemenis reflect determinations that are inherentiy subjective in nature and
require management to make assumptions and best estimates to determine the reported values. If events or other
factors cause actual resulis to differ materially from management’s underlying assumptions or estimates, there
could be a material adverse effect on our financial condition or results of operations. The following are the
accounting policies that, in management’s judgment, are critical due to the judgments, assumptions and uncer-
tainties underlying the application of those policies and the potential for results te differ from management’s
assumptions.

Reserve for Losses and Loss Expenses

The reserve for losses and loss expenses is comprised of two main elements: outstanding loss reserves, also
known as “case teserves,” and reserves for IBNR. Outstanding loss reserves relate to known claims and represent
management’s best estimate of the likely loss settlement. Thus, there is a significant amount of estimation involved
in determining the likely loss payment, IBNR reserves require substantial judgment because they relate to
unreported events that. based on industry information, management’s experience and actuarial evaluation, can
reasonably be expected to have occurred and are reasonably likely to result in a loss to our company. IBNR also
includes a provision for the development of losses that are known to have occurred, but for which a specific amount
has not yet been reported. IBNR may also include a provision for estimated development of known case reserves,

The reserve for IBNR is estimated by management for each line of business based on various factors, including
underwriters’ expectations about loss experience, actuarial analysis, comparisons with the results of industry
benchmarks and loss experience to date. Qur actuaries employ generally accepted actuarial methodologies to
determine estimated ultimate loss reserves.

Reserves for losses and loss expenses as of December 31, 2006, 2005 and 2004 were comprised of the
following:

As of December 31,

2006 2005 2004
($ in millions)
Case reSEIVES . . . . e $ 9352 §% 9212 % 3219
IBNR .. e 2,701.8 2,484.2 1,715.2
Reserve for losses and loss expenses ., ... ... ... ... ... ... 3.637.0 34054 2,037.1
Reinsurance recoverables .. .. ... . ... ... (689.1) (716.3) (259.2)
Net reserve for losses and loss expenses . ... ... ... ........ $20479 %2689 317779

Estimating reserves for our property segment relies primarily on traditional loss reserving methodologies,
utilizing selected paid and reported loss development factors. In property lines of business, claims are generally
reported and paid within a relatively short period of time (“shorter tail lines™) during and following the policy
coverage period. This enables us to determine with greater certainty our estimate of ultimate losses and loss
expenses,

56




Qur casualty segment includes general liability risks, healthcare and professional liability risks, such as
directors and officers and errors and omissions risks. Qur average attachment points for these lines are high, making
reserving for these lines of business more difficult. Claims may be reported several vears after the coverage period
has terminated (“longer tail lines”). We establish a case reserve when sufficient information is gathered to make a
reasonable estimate of the liability, which often requires a significant amount of infoermation and time. Due to the
lengthy reporting pattern of these casualty lines, reliance is placed on industry benchmarks of expected loss ratios
and reporting patterns in addition to our own experience.

Our reinsurance segment is a composition of shorter tail lines similar to our property segment and longer tail
lines similar to our casualty segmeni. Our reinsurance treaties are reviewed individually, based upon individual
characteristics and loss experience emergence,

Loss reserves on assumed reinsurance have unique features that make them more difficult to estimate.
Reinsurers have to rely upon the cedents and reinsurance intermediaries to report losses in a timely fashion.
Retnsurers must rely upon cedents to price the underlying business appropriately. Reinsurers have less predictable
loss emergence patterns than direct insurers, particularly when writing excess of loss treaties. We establish loss
reserves upon receipt of advice from a cedant that a reserve Is merited. Our claims staff may establish additional loss
reserves where, in their judgment, the amount reported by a cedant is potentially inadequate.

For excess of loss treaties, cedents generally are required to report losses that either exceed 50% of the
retention, have a reasonable probability of exceeding the retention or meet serious injury reporting criteria in a
timely fashion. All reinsurance claims that are reserved are reviewed at least every six months. For proportional
treaties, cedents are required to give a periodic statement of account, generally monthly or quarterly. These periedic
statements typically include information regarding written premiums, earned premiums, unearned premiums,
ceding commissions, brokerage amounts, applicable taxes, paid losses and outstanding losses, They can be
submitted 60 to 90 days after the close of the reporting period. Some proportional treaties have specific language
regarding earlier notice of serious claims. Generally our reinsurance treaties contain an arbitration clause to resolve
disputes. Since our inception, there has been only one dispute, which was resolved through arbitration. Currently
there are no material disputes outstanding.

Reinsurance generally has a greater time lag than direct insurance in the reporting of claims. There is a lag
caused by the claim first being reported to the cedent, then the intermediary (such as a broker) and finally the
reinsurer. This lag can be up to six months or longer in certain cases. There is also a lag because the insurer may not
be required to report claims to the reinsurer until certain reporting criteria are met. In some instances this could be
several years, while a claim is being litigated. We use reporting factors from the Reinsurance Association of
America to adjust for this time lag. We also use historical treaty-specific reporting factors when applicable. Loss
and premium information are entered into our reinsurance system by our claims department and our accounting
department on a timely basis.

We record the individual case reserves sent to us by the cedents through the reinsurance intermediaries.
Individual claims are reviewed by our reinsurance claims department and adjusted as deemed appropriate. The loss
data received from the intermediaries is checked for reasonableness and also for known events. The loss listings are
reviewed when performing regular claim audits.

The expected loss ratios that we assign to each treaty are based upon analysis and modeling performed by a
team of actuaries. The historical data reviewed by the team of pricing actuaries 1s considered in setting the reserves
for all treaty years with each cedent. The historical data in the submissions is matched against our carried reserves
for our historical treaty years.

Loss reserves do not represent an exact calculation of liability. Rather, loss reserves are estimates of what we
expect the ultimate resolution and administration of claims will cost. These estimates are based on actuarial and
statistical projections and on our assessment of currently available data, as well as estimates of future trends in
claims severity and frequency, judicial theories of liability and other factors. Loss reserve estimates are refined as
experience develops and as claims are reported and resolved. In addition, the relatively long periods between when a
loss occurs and when it may be reported to our claims department for our casualty insurance and reinsurance lines of
business also increase the uncertainties of our reserve estimates in such lines.
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We utilize a variety of standard actuarial methods in our analysis. The selections from these various methods
are based on the loss development characteristics of the specific line of business. For lines of business with
extremely long reporting periods such as casualty reinsurance, we may rely more on an expected loss ratio method
{as described below) until losses begin to develop. The actuarial methods we utilize include:

Paid Loss Development Method.  We estimate ultimate losses by calculating past paid loss development
factors and applying them to exposure periods with further expected paid loss development. The paid loss
development method assumes that losses are paid at a consistent rate. It provides an objective test of reported
loss projections because paid losses contain no reserve estimates. In some circumstances, paid losses for recent
periods may be too varied for accurate predictions. For many coverages, claim payments are made very slowly
and it may take years for claims to be fully reported and settled. These payments may be unreliable for
determining future loss projections because of shifts in settlement patterns or because of large settlements in
the early stages of development. Choosing an appropriate “tail factor” to determine the amount of payments
from the latest development period to the ultimate development period may also require considerable
Judgment, especially for coverages that have long payment patterns. As we have limited payment history,
we have had to supplement our loss development patterns with other methods.

Reported Loss Development Method.  We estimate ultimate losses by calculating past reported loss
development factors and applying them to exposure periods with further expected reported loss development,
Since repoerted losses include payments and case reserves, changes in both of these amounts are incorporated in
this method. This approach provides a larger volume of data to estimate ultimate losses than the paid loss
development method. Thus, reported loss patterns may be less varied than paid loss patterns, especially for
coverages that have historically been paid out over a long period of time but for which claims are reported
relatively early and case loss reserve estimates established. This method assumes that reserves have been
established using consistent practices over the historical period that is reviewed. Changes in claims handling
procedures, large claims or significant numbers of claims of an unusval nature may cause results to be (0o
varied for accurate forecasting. Also, choosing an appropriate “tail factor” to determine the change in reported
loss from that latest development period to the ultimate development period may require considerable
Judgment. As we have limited reported history, we have had to supplement our loss development patterns with
appropriate benchmarks.

Expected Loss Ratio Method.  To estimate ultimate losses under the expected loss ratio method, we
multiply earned premiums by an expected loss ratio. The expected loss ratio is selected utilizing industry data,
historical company data and professional judgment. This method is particularly useful for new insurance
companies or new lines of business where there are no historical losses or where past loss experience is not
credible.

Bornhuetter-Ferguson Paid Loss Method.  The Bornhuetter-Ferguson paid loss method is a combination
of the paid loss development method and the expected loss ratio method. The amount of losses yet to be paid is
based upon the expected loss ratios, These expected loss ratios are modified to the extent paid losses to date
differ from what would have been expected to have been paid based upon the selected paid loss development
pattern. This method avoids some of the distortions that could result from a large development factor being
applied to a small base of paid losses 1o calculate ultimate losses. This method will react slowly if actual loss
ratios develop differently because of major changes in rate levels, retentions or deductibles, the forms and
conditions of reinsurance coverage, the types of risks covered or a variety of other changes.

Bornhuerter-Ferguson Reported Loss Method. The Bornhuetter-Ferguson reported loss method is
similar to the Bornhuetter-Ferguson paid loss method with the exception that it uses reported losses and
reported loss development factors,

The key assumptions used to arrive at our best estimate of loss reserves are the expected loss ratios, rate of loss
cost inflation, selection of benchmarks and reported and paid loss emergence patterns. Our reporting patterns and
expected loss ratios were based on either benchmarks for longer-tail business or historical reporting patterns for
shorter-tail business. The benchmarks selected were those that we believe are most similar to our underwriting
business.
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Qur expected loss ratios for property lines of business change from year to year. As our losses from property
lines of business are reported relatively quickly, we select our expected loss ratios for the most recent years based
upon our actual loss ratios for our older years adjusted for rate changes, inflation, cost of reinsurance and average
storm activity. For the property lines, we initially used benchmarks for reported and paid loss emergence patteras.
As we mature as a company, we have begun supplementing those benchmark patterns with our actual patterns as
appropriate. For the casualty lines, we continue to use benchmark patterns, though we update the benchmark
patterns as additional information is published regarding the benchmark data. For our property and reinsurance
segments, the primary assumption that changed during 2006 as compared to 2003 was a decrease in the expected
loss ratio, which was caused by paid and reported loss emergence patterns that were generally lower than we had
previously estimated. Lower loss emergence also caused a decrease in the expected loss ratios during 2005 as
compared to 2004, excluding hurricanes. In the third quarter of 2005. we increased our net reserves by $62.5 million
o account for the increased loss activity from the four major hurricanes of 2004, We believe recognition of the
reserve changes prior to when they were recorded was not warranted since a pattern of reported losses had not
emerged and the loss years were too immature to deviate from the expected loss ratio method.

The selection of the expected loss ratios for the casualty lines of business is our most significant assumption.
Due to the lengthy reporting pattern of the casualty lines of business, reliance is placed on industry benchmarks of
expected loss ratios and reporting patterns in addition to our own experience. For our casualty segment, the primary
assumption that changed during 2006 as compared to 2005 was a decrease in the expected loss ratio which was
caused by reducing the weight given to the expected loss ratio method and giving greater weight to the Bornhuetter-
Ferguson loss development methods for the 2002 through 2004 loss years. A decrease in the expected loss ratios
also occurred in calendar vear 2005 as compared to 2004 for the claims-made component of the casualty line of
business also due to greater weight given to the Bornhuetter-Ferguson loss development methods than to the
expected loss ratio methods. Recognition of the reserve changes was made in the third and fourth quarter of 2005
after sufficient development of reported losses had occurred. As our book of business mawres in the occurrence
casualty lines of business and in reinsurance, we intend to begin giving greater weight to the Bornhuetter-Ferguson
loss development methods. We believe that recognition of the reserve changes prior to when they were recorded was
not warranted since a pattern of reported losses had not emerged and the loss years were (oo immature 10 deviate
from the expected loss ratio method.

There is potential for significant variation in the development of loss reserves, particularly for the casualty
lines of business due to the long-tail nature of this line of business.

If our final casualty insurance and casualty reinsurance loss ratios vary by ten percentage points from the
expected loss ratios in aggregate, our required net reserves after reinsurance recoverable would need to change by
approximately $342 million. As we often write net lines of casualty insurance exceeding $25 million, we expect that
ultimate loss ratios could vary substantially from our initial loss ratios. Because we expect a small volume of large
claims, it is more difficult to estimate the ultimate loss ratios, so we believe the variance of our loss ratio selection
could be relatively wide. Thus, a ten percentage point change in loss ratios is reasonably likely to occur. This would
result in either an increase or decrease to net income and shareholders’ equity of approximately $342 million. As of
December 31, 2006, this represented approximately [5% of shareholders’ equity. In terms of liquidity, our
contractual obligations for reserve for losses and loss expenses would decrease or increase by $342 million after
reinsurance recoverable. If our obligations were to increase by $342 million. we believe we currently have sufficient
cash and investments to meet those obligations. We believe showing the impact of an increase or decrease in the
expected loss ratios is useful information despite the fact we have realized only net positive prior year loss
development each calendar year. We continue to use industry benchmarks to determine our expected loss ratios, and
these industry benchmarks have implicit in them both positive and negative loss development, which we incorporate
into our selection of the expected loss ratios.

While management believes that our case reserves and IBNR reserves are sufficient to cover losses assumed by
us. ultimate losses and loss expenses may deviate from our reserves, possibly by material wmounts. [tis possible that
our estimates of the 2005 hurricane losses may be adjusted as we receive new information from clients, loss
adjusters or ceding companies. To the extent actual reported losses exceed estimated losses. the carried estimate of
the ultimate losses will be increased (i.e.. negative reserve development), and to the extent actual reported losses are
less than our expectations. the carried estimate of ultimate losses will be reduced (i.e., positive reserve
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development). In addition, the methodology of estimating loss reserves 1s periodically reviewed to ensure that the
assumptions made continue to be appropriate. We record any changes in our loss reserve estimates and the related
reinsurance recoverables in the periods in which they are determined regardless of the accident year (i.e., the year in
which a loss occurs).

Reinsurance Recoverable

We determine what portion of the losses will be recoverable under our reinsurance policies by reference to the
terms of the reinsurance protection purchased. This determination is necessarily based on the underlying loss
estimates and. accordingly, is subject to the same uncertainties as the estimate of case reserves and IBNR reserves.
We remuin liable to the extent that our reinsurers do not meet their obligations under the reinsurance agreements,
and we therefore regularly evaluate the financial condition of our reinsurers and monitor concentration of credit
risk. No provision has been made for unrecoverable reinsurance as of December 31, 2006 and December 31, 2005,
as we believe that all reinsurance balances will be recovered.

Premiums and Acquisition Costs

Premiums are recognized as written on the inception date of a policy. For certain types of business written by
us, notably reinsurance, premium income may not be known at the policy inception date. In the case of proportional
treaties assumed by us, the underwriter makes an estimate of premium income at inception. The underwriter’s
estimate is based on statistical data provided by reinsureds and the underwriter’s judgment and experience. Such
estimations are reftned over the reporting pertod of euch treaty as actual written premium information is reported by
ceding companies and intermediaries. Management reviews estimated premiums at least quarterly, and any
adjustments are recorded in the period in which they become known. As of December 31. 2006, our changes
in premium estimates have been upward adjustments ranging from approximately 11% for the 2004 treaty year, to
approximately 20% for the 2002 wreaty year. Applying this range to our 2006 proportional treaties, it is reasonably
likely that our gross premiums written in the reinsurance segment could increase by approximately $23 million o
$42 million over the nexi three years. There would also be a corresponding increase in loss and loss expenses and
acquisition costs due to the increase in gross premiums written. Total premiums estimated on proportional contracts
for the years ended December 31, 2006. 2005 and 2004 represented approximately 17%. 17% and 13%.
respectively. of total gross premiums written.

Other insurance and reinsurance policies can require that the premium be adjusted at the expiry of a policy to
reflect the risk assumed by us. Premiums resulting from such adjustments are estimated and accrued based on
available information.

Premiums are earned over the period of policy coverage in proportion to the risks to which they relate.
Premiums relating to unexpired periods of coverage are carried in the consolidated balance sheet as unearned
premiums.

Where contract terms require the reinstatement of coverage after 4 ceding company’s loss, the mandatory
reinstatement premiums are calculated in accordance with the contract terms and earned in the same period as the
loss event that gives rise to the reinstatement premium.

Acquisition costs, comprised of commissions, brokerage fees and insurance taxes, are incurred in the
acquisition of new and renewal business and are expensed as the premiums to which they relate are earned.
Acquisition costs relating to the reserve for unearned premiums are deferred and carried on the balance sheet as an
asset, and ure amortized over the life of the policy. Anticipated losses and loss expenses, other costs and investment
income related to these unearned premiums are considered in determining the recoverability or deficiency of
deterred acquisition costs. If it is determined that deferred acquisition costs are not recoverable, they are expensed.
Further analysis 1s performed to determine if a liability 1s required to provide for losses. which may exceed the
related unearned premiums.
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Other-than-Temporary Impairment of Investments

We regularly review the carrying value of our investments to determine if a decline in value is considered to be
other than temporary. This review involves consideration of several factors including: (i) the significance of the
decline in value and the resulting unrealized loss position; (ii) the time period for which there has been a significant
decline in value; (ii1) an analysis of the issuer of the investment, including its liquidity, business prospects and
overall financial position; and (iv) our intent and abiiity to hold the investment for a sufficient period of time for the
value to recover. The identification of potentially impaired investments involves significant management judgment
that includes the determination of their fair value and the assessment of whether any decline in value is other than
temporary. if the decline in value is determined to be other than temporary, then we record a realized loss in the
statement of operations in the period that it is determined, and the carrying cost basis of that investment is reduced.

During the year ended December 31, 2006, we identified 47 fixed maturity securities which were considered to
be other-than-temporarily impaired as a result of changes in interest rates. Consequently, the cost of these securities
was written down o fair value and we recognized a realized loss of approximately $23.9 million. There were no
similar charges recognized in 2005.

Results of Operations

The following table sets forth our selected consolidated statement of operations data for each of the periods
indicated.

Year Ended December 31,

2006 2005 2004
(% in millions)

Gross premiums WEHHEN . .. .ottt e e $1.659.0  $1.560.3 §1.708.0
Nel premiums WHteN . .. . ..ottt e ae e e $1.306.6 $1.222.0  §1.372.7
Net premiums earned . . ... ... ... .. ... . ... ... ... $1,2520  S$1.271.5  $13255
Nel investment INCOME . . . ... ittt it e e 244 .4 178.6 129.0
Net realized investment (losses} gains . . ... ................ 28.1 (10.2) 10.8

$1,467.7  §51,439.9  $1,465.3
Net losses and loss expenses .. ......... .. ... ... . ...ou.. $ 7391 $13446 $1,0134
ACQUISTHON COSIS .o v ittt e et 141.5 143.4 170.9
General and administrative expenses . . .. .................. 106.1 94.3 86.3
INtErEst EXPENSE | oo vt e e e e e e e e 326 15.6 —
Foreign exchange loss (gain) .. .......... ... ... .. ... .... 0.6 2.2 (0.3)

$1,0199  $1.600.1  $1,270.3
Income (loss) before income taxes. ... ... ..., $ 4478 3 (160.2) $ 1950
Income tax expense (reCOVEry) .. ... . ... o.unnnnnnnnn.. 5.0 (0.4) 2.2)
Net income (1088) . . ... ... e, $ 4428 $(1598) S 1972
Ratios
Loss and loss expense ratio . ... .. ... ... . ..., 59.0% 105.7% 76.5%
Acquisition coSLIatio . . ... . e 11.3 11.3 12.9
General and administrative expense ratio ., . ... .. ........... 8.5 7.4 6.5
Expense ralio . . . .. ... e 19.8 18.7 19.4
Combined ratio. . .. ... . ... .. ... ... ... 78.8 1244 95.9




Comparison of Years Ended December 31, 2006 and 2005
Premiums

Gross premiums written increased by $98.7 million, or 6.3%, for the year ended December 31, 2006 compared
to the year ended December 31. 2003, The increase reflected increased gross premiums written in our reinsurance
segment. where we wrote approximately $66.6 million in new business during the year ended December 31. 2006,
including $14.7 million related to four ILW contracts. We wrote ILW contracts for the first time during 2006. Net
upward revisions to premium estimaltes on prior period business and differences in treaty participations also served
to increase gross premiums written for the segment. The amount of business written by our underwriters in our
U.S. offices also increased. During the second half of 2005, we added staff members to our New York and Boston
offices and opened offices in Chicago and San Francisco in order to expand our U.S, distribution platform. Gross
premiums written by our underwriters in U.S, offices were $158.3 million for the year ended December 31. 2006,
compared to $94.0 million for the year ended December 31, 2005. In addition, we benefited from the significant
market rate increases on certain catastrophe exposed North American general property business resulting from
record industry losses following the hurricanes that occurred in the second half of 2005.

Offsetting these increases was a reduction in the volume of property catastrophe business written on our behalf
by IPCUSL under an underwriting agency agreement. Gross premiums written under this agreement during the year
ended December 31, 2005 included approximately $21.6 million in reinstatement premium. In addition. we reduced
our exposure limits on this business during 2006. which further reduced gross premiums written. IPCUSL wrote
$30.8 miltion less in gross premiums written on our behalf in 2006 compared to 2005. On December 5, 2006, we
mutually agreed with IPCUSL to an amendment to the underwriting agency agreement, pursuant to which the
parties lerminated the underwriting agency agreement effective as of November 30, 2006. As of December [, 2006,
we began to produce, underwrite and administer property catastrophe treaty reinsurance business on our own behalf.
In addition. we did not renew one large professional liability reinsurance treaty due to unfavorable changes in terms
at renewal which reduced gross premiums written by approximately $27.3 million, We also had a reduction in gross
premiums written due to the cancellation of surplus lines program administrator agreements and a reinsurance
agreement with subsidiaries of AIG. Gross premiums written under these agreements in the year ended
December 31, 2005 were approximately $22.2 million, compared to approximately $0.6 million for the year
ended December 31, 2006. Although the agreements were cancelled. we continued to receive premium adjustments
during 2006. Casualty gross premiums written in our Bermuda and Europe offices also decreased due to certain
non-recurring business written in 2005, as well as reductions in market rates.

The table below illustrates our gross premiums written by geographic Jocation. Gross premiums written by our
U.S. operating subsidiaries increased by 26.7% due to the expansion of our U.S. distribution platform since the prior
period. We employ a regional distribution strategy in the United States via wholesalers and brokers targeting
middle-market clients. We believe this business will be complementary to our current casualty and property direct
insurance business produced through Bermuda and European markets, which primarily focus on underwriting risks
tor large muli-national and Fortune 1000 clients with complex insurance needs.

Year Ended
_ December 31, Dollar  Percentage
2006 2005 Chunge Change
($ in millions)

Bermuda. .. ... ... o $1.208.1  $1.1592  $489 4.2%
Europe .. 278.5 265.0 13.5 5.1
United States ... ... ... .. 172.4 136.1 36.3 267

$1.659.0  §1.560.3 $98.7 6.3%

Net premiums written increased by $84.6 million, or 6.9%, for the year ended December 31, 2006 compared to
the year ended December 31, 2005. The difference between gross and net premiums written is the cost to us of
purchasing reinsurance. both on a proportional and a non-proportional basis. including the cost of property
catastrophe reinsurance coverage. We ceded 21.2% of gross premiums written for the year ended December 31,
2006 compared to 21.7% for the year ended December 31, 2005. Although the annual cost of our property
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calastrophe reinsurance protection increased when it renewed in May 2006 as a result of market rate increases and
changes in the levels of coverage obtained, total premiums ceded under this program were approximately
$0.2 million greater in 2005 due to the reinstatement of our coverage after Hurricanes Katrina and Rita.

Net premiums earned decreased by $19.5 million, or 1.5%, for the year ended December 31, 2006, which
reflected a decrease in net premiums written in 2003, resulting primarily from the cancellation of the surplus lines
program administrator agreements and a reinsurance agreement with subsidiaries of AIG. Offsetting this was a
$9.7 million reduction in property catastrophe ceded premiums earned in 2006, primarily as a result of reinstate-
ment premiums in 20035.

We evaluate our business by segment, distinguishing between property insurance, casualty insurance and
reinsurance. The following chart illustrates the mix of our business on a gross premiums written basis and net
premiums earned basis.

Gross Net
Premiums Premiums
Written Earned

Year Ended December 31,
2006 2005 2006 2005

PrOpErtY . . o 28.0% 26.5% 152% 17.8%
Casualty. . ... e e 375 406 427 457
REINSUTANCE . . . . e e e 345 329 421 365

The increase in the percentage of property segment gross premiums written reflects the increase in rates and
opportunities on certain catastrophe exposed North American property risks. The proportion of gross premiums
written by our reinsurance segment increased in part due to net upward adjustments on premium estimates of prior
yeurs. On a net premiums carned basis, the percentage of reinsurance has increased for the year ended December 31,
2006 compared to 2005 duc to the continued earning of increased premiums written over the past two years. The
percentage of property net premiums earned was considerably less than for gross premiums writlen because we cede
a larger portion of our property business compared to casualty and reinsurance.

Net Investment Income and Realized Gains/Losses

Qur invested assets are managed by two investment managers affiliated with the Goldman Sachs Funds, one of
our principal shareholders. We also have investments in one hedge fund managed by a subsidiary of AIG. Qur
primary investment objective is the preservation of capital. A secondary objective is obtaining returns commen-
surate with a benchmark, primarily defined as 35% of the Lehman U.S. Government Intermediate Index, 40% of the
Lehman Corp. 1-3 year A3/A— or Higher Index and 25% of the Lehman Securitized Index. We adopted this
benchmark effective January 1, 2006. Prior to this date, the benchmark was defined as 80% of a 1-5 year
“AAA/AA—"rated index (as determined by Standard & Poor’s and Moody’sy and 20% of a | -5 year “A” rated index
{as determined by Standard & Poor’s and Moody's).

[nvestment income 1s principally dertved from interest and dividends earned on investments, partially offset by
investment management fees and fees paid to our custodian bank. Net investment income ¢arned during the year
ended December 31, 2006 was $244.4 million compared 10 $178.6 million during the year ended December 31,
2005. The $65.8 million, or 36.8%. increase related primarily to increased earnings on our fixed maturity portfolio.
Net investment income related to this portfolio increased by approximately $64.6 million, or 41.1%, in the year
ended December 31, 2006 compared to the year ended December 31, 2005. This increase was the result of both
increases in prevailing market interest rates and an approximate 18.2% increase in average aggregate invested
assets, Our aggregate invested assets grew with the receipt of the net proceeds of our [PO, including the exercise in
full by the underwriters of their over-allotment option, and the senior notes issuance, after repayment of our long-
term debt. as well as increased operating cash flows, We also received an annual dividend of $8.4 million from an
investment in a high-yield bond fund during the year ended December 31, 2006, which was $6.3 million greater than
the amount received in the year ended December 31, 2005. Offsetting this increase was a reduction in income from
our hedge funds. In the year ended December 31, 2006, we received distributions of $3.9 million in dividends-
in-kind from our hedge funds based on the final 2005 asset values, which was included in net investment income.
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Comparatively, we received approximately $17.5 million in dividends during the year ended December 31, 2005.
Ettective January 1. 2006. our class of shares or the rights and preferences of our class of shares changed. and as a
result. we no longer receive dividends from these hedge funds. Investment management fees of $5.0 million and
$4.4 million were incurred during the years ended December 31, 2006 and 2005, respectively.

The annualized period book yield of the investment porttolio for the years ended December 31, 2006 and 2005
was 4.5% and 3.9%. respectively. The increase in yield was primarily the result of increases in prevailing market
interest rates over the past year. We continue to maintain a conservative investment posture. At December 31, 2006,
approximately 99% of our fixed income investments (which included individually held securities and securities
held in a high-yield bond fund) consisted of investment grude securities. The average credit rating of our fixed
income portfolio was AA as rated by Standard & Poor’s and Aa2 as rated by Moody’s, with an average duration of
approximately 2.8 years as of December 31, 2006.

As of December 31, 2006, we had investments in four hedge funds, three managed by our investment
managers, and one managed by a subsidiary of AIG. The market value of our investments in these hedge funds as of
December 31, 2006 totaled $229.5 million compared to $215.1 million as of December 31, 2005, These investments
generally impose restrictions on redemption, which may limit our ability to withdraw funds for some period of time.
We also had an investment in a high-yield bond fund included within other invested assets on our balance sheet, the
market value of which was $33.0 million as of December 31, 2006 compared to $81.9 million as of December 31,
2005. During the year ended December 31, 2006. we reduced our investment in this fund by approximately
$50 million. As our reserves and capital build. we may consider other alternative investments in the future.

The following table shows the components of net realized investment (losses) gains.
Year Ended
December 31,
2006 2005
($ in millions)

Net foss on lixed income iNVESTMENTS . . . . . . ..ottt e $29.1)  $(15.0)
Net gain on Interest rate SWaPS. . . ..ot et e e 0.4 4.8
Net realized investment lOSSes . . . .. . .. . . $(28.7)  8(10.2)

We analyze gains or losses on sales of securities separately from gains or losses on interest rate swaps. On
April 21, 2005, we entered into certain interest rate swaps in order to fix the interest cost of our $500 million fleating
rate term loan, which was repaid fully on July 26, 2006. These swaps were terminated with an effective date of
June 30, 2006, resulting in cash proceeds of approximately $5.9 million.

Qur investment managers. with direction from senior management. are charged with the dual objectives of
preserving capital and obtaining returns commensurate with our benchmark. In order to meet these objectives, it
may be desirable 1o sell securities to take advantage of prevailing market conditions. As a result, the recognition of
realized gains and losses could be a typical consequence of ongoing investment management. A large proportion of
our portfolio is invested in the fixed income markets and. therefore, our unrealized gains and losses are correlated
with fluctuations in interest rates. We sold a higher than average volume of securities during the three-month period
ended March 31, 2006 as we realigned our portfolio with the new investment benchmark.

During the year ended December 31, 2006, the net loss on fixed income investments tncluded a write-down of
approximately $23.9 mitlion related to declines in the market value of securities in our available for sale portfolio
which were considered to be other than temporary. The declines in market value on such securities were due solely
to changes in interest rates. During the year ended December 31, 2005, no declines in the market value of
investments were considered to be other than temporary.

Net Losses and Loss Expenses

Net losses and loss expenses incurred comprise three main components:

+ losses paid. which are actual cash payments to insureds, net of recoveries from reinsurers;
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» changes in outstanding loss or case reserves, which represent management’s best estimate of the likely
settlement amount for known claims, less the portion that can be recovered from reinsurers; and

» changes in IBNR reserves, which are reserves established by us for claims that are not yet reported but can
reasonably be expected to have occurred based on industry information, management’s experience and
actuarial evaluation. The portion recoverable from reinsurers is deducted from the gross estimated loss.

Establishing an appropriate level of loss reserves is an inherenily uncertain process. It is therefore possible that
our reserves at any given time will prove to be either inadequate or overstated. See "— Relevant Factors — Critical
Accounting Policies — Reserve for Losses and Loss Expenses™ for further discussion.

Net Josses and loss expenses decreased by $605.5 million, or 45.0%, to $739.1 million for the year ended
December 31, 2006 from $1.344.6 million for the year ended December 31, 20035. The primary reason for the
reduction in these expenses was the absence of significant catastrophic events during 2006. The net losses and loss
expenses for the year ended December 31. 2005 included the foilowing:

* Appreximately $456.0 million in property losses accrued in relation to Hurricanes Katrina, Rita and Wilma,
which occurred in August, September and October 2003, respectively. as well as a general liability loss of
$25.0 million that related to Hurricane Katrina;

» Loss and loss expenses of approximately $13.4 million related to Windstorm Erwin. which occurred in the
first quarter of 2005;

» Net adverse development of approximately $62.5 million related to the windstorms of 2004 and

» Net favorable development related to prior years of approximately $111.5 million, excluding development
related to the 2004 windstorms. This net favorable development was primarily due to actual loss emergence
in the non-casualty lines and the casualty claims-made lines being lower than the initial expected loss
emergence.

In comparison, we were not exposed to any significant catastrophes during the year ended December 31, 2006.
In addition. net favorable development related (o prior years of approximately $110.7 million was recognized
during the period. The majority of this development related to our casualty segment, where approximately
$63.4 million was recognized. mainly in relation to continued low loss emergence on 2002 through 2004 accident
year business. A further $31.0 million was recognized in our property segment due primarily to faverable loss
emergence on 2004 accident year general property and energy business as well as 2005 accident year general
property business. Approximately $16.3 million was recognized in our reinsurance segment, refating to business
written on our behalf by IPCUSL as well as certain workers compensation catastrophe business.

We have estimated our net losses from catastrophes hased on actuarial analysis of claims information received
to date, industry modeling and discussions with individual insureds and reinsureds. Accordingly, actual losses may
vary from those estimated and will be adjusted in the period in which further information becomes available. Based
on our curient estimate of losses related to Hurricane Katrina, we believe we have exhausted our $135 million of
property catastrophe reinsurance protection with respect to this event, leaving us with more limited reinsurance
coverage available pursuant to our two remaining property quota share treaties should our Hurricane Katrina losses
prove to be greater than currently estimated, Under the two remaining quota share treaties, we ceded 45% of our
general property policies and 66% of our energy-related property policies. As of December 31, 2006, we had
estimated gross losses related to Hurricane Katrina of $559 million. Losses ceded related to Hurricane Katrina were
$135 million under the property catastrophe reinsurance protection and approximately $153 million under the
property quota share treaties.

The loss and loss expense ratio for the year ended December 31, 2006 was 59.0% compared to 105.7% for the
year ended December 31. 2005. Net favorable development recognized in the year ended December 31, 2006
reduced the loss and loss expense ratio by 8.9 percentage points. Thus, the loss and loss expense ratio related to the
current period’s business was 67.9%. Comparatively, net favorable development recognized in the year ended
December 31. 2005 reduced the loss and loss expense ratio by 3.9 percentage points. Thus, the loss and loss expense
ratio for that period’s business was 109.6%. Loss and loss expenses recognized in relation (o property catastrophe
losses resulting from Hurricanes Katrina, Rita and Wilma and Windstorm Erwin increased the loss and loss expense
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ratio for 2005 by 36.9 percentage points. We also recognized a $25.0 million general liability loss resulting trom
Hurricane Katrina. The 2005 loss and loss expense ratio was also impacted by:

* Higher loss and loss expense ratios for our property lines in 2005 in comparison to 2006, which reflected the
impact of rate decreases and increases in reported loss activity; and

+ Costs incurred in relation to our property catastrophe reinsurance protection were approximately $9.7 mil-
lion greater in the year ended December 31, 2005 than for 2006. primarily due to charges incurred to
reinstate our coverage after Hurricanes Katrina and Rita. The higher charge in 2005 resulted in lower net
premiums earned and, thus, increased the loss and loss expense ratio.

The following table shows the components of the decrease in net losses and loss expenses of $605.5 millien for
the year ended December 31, 2006 from the year ended December 31, 2005.

Year Ended

December 31, Dollar
2006 2005 Change
($ in millions)
Netlosses paid . . . ... . e $4827 % 4301 $ 526
Net change in reported case reserves . .. ..................... {35.6) 410.1 (445.1)
Netchange in IBNR .. .. ... . . . . . . . . 292.0 504.4 (212.4)
Net losses and loss expenses ... ... ... . . vt $739.1  $1.344.6  $(605.5)

Net losses paid have increased $52.6 million. or 12.2%. to $482.7 million for the year ended December 31,
2006 primarily due to claim payments made in relation to the 2004 and 2005 windstorms. During the year ended
December 31, 2006, $242.8 million of net losses were paid in relation to the 2004 and 2005 catastrophic
windstorms, including a $25.0 million general lability loss related to Hurricane Katrina. Comparatively,
$194.6 million of the total net losses paid during the year ended December 31, 2005 related to the 2004 and
2005 windstorms. Net paid losses for the year ended December 31, 2006 included approximately $63.2 million
recovered from our property catastrophe reinsurance protection as a result of losses paid due to Hurricanes Katrina
and Rita.

The decrease in case reserves during the period ended December 31. 2006 was primarily due to the increase in
net losses paid reducing the case reserves established. The net change in reported case reserves for the year ended
December 31. 2006 included a $185.8 million reduction relating to the 2004 and 20035 windstorms compared to an
increase in case reserves of $325.5 million for 2004 and 2005 windsterms during the year ended December 31,
2005.

The net change in IBNR for the year ended December 31, 2006 was lower than that for the year ended
December 31. 2005 primarily due to the absence of significant catastrophic activity in the period.

Our overall loss reserve estimates did not change significantly as a percentage of total carried reserves during
2006. On an opening carried reserve base of $2.689.1 million, after reinsurance recoverable, we had a net decrease
of $110.7 million. a change of 4.1%.
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The 1able below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2006 and 2005. Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
December 31.

2006 2005
(% in millions)
Net reserves for losses and loss expenses, Janvary 1.................... $2.689.1 51,7779
[ncurred related to:
Current period non-catastrophe . . ........ ... ... ... . ..., 849.8 924.2
Current period property catastrophe . ... ... ... ... .. ... ... .. ..., — 469.4
Prior period non-catastrophe . . .. ... . ... . (106.1} (111.5)
Prior period property catastrophe . .. .. ... ... ... . . oo L {4.6) 62.5
Total incurred . ... .. . $ 7390 - $1,34406
Paid related to:
Current period non-catastrophe .. ........... ... ... ... ... .. ... .. 277 40.8
Current period property catastrophe . .. ....... ... .. ... ... .. ..., — 84.2
Prior period non-catastrophe .. ..... ... ... ... ... ... ... ... 237.2 194.7
Prior period property catastrophe .. . ... .. ... ... 217.8 110.4
Total paid . ... ... S 4827 § 430.1
Foreign exchange revaluation . .. ........ ... ... ... ... ... ... ....... 24 (3.3)
Net reserve for losses and loss expenses, December 31.. ... ... ... ... .. 29479 2,689.1
Losses and loss expenses recoverable. ... ... ... ..o 689.1 716.3
Reserve for losses and loss expenses, December 31 ... ... ... ... ... ... $3,637.0  $3.405.4

Acquisition Costs

Acquisition costs are comprised of commissions, brokerage fees and insurance taxes. Commissions and
brokerage fees are usually calculated as a percentage of premiums and depend on the market and line of business.
Acquisition costs are reported after (1) deducting commissions received on ceded reinsurance, (2) deducting the
part of acquisition costs relating to unearned premiums and (3) including the amortization of previously deferred
acquisition costs.

Acquisition costs were $141.5 million for the year ended December 31, 2006 compared to $143.4 million for
the year ended December 31, 2005. Acquisition costs as a percentage of net premiums earned were consistent at
11.3% for both the years ended December 31. 2006 and 2005. Ceding commissions, which are deducted from gross
acquisition costs, decreased slightly in the year ended December 31, 2006 compared to the year ended December 31,
2005 due to reductions in rates on both our general property and energy treaties.

AIG. one of our principal shareholders, was also a principal shareholder of IPC Holdings, Ltd., the parent
company of IPCUSL, until August 2006. Pursuant to our agreement with IPCUSL, we paid an agency commission
of 6.5% of gross premiums written by IPCUSL on our behalf plus original commissions to producers. On
December 5. 2006, we mutually agreed with IPCUSL to an amendment to the underwriting agency agreement,
pursuant to which the parties terminated the underwriting agency agreement effective as of November 30, 2006.
Total acquisition costs incurred by us related to this agreement for the years ended December 31, 2006 and 2005
were $8.8 million and $13.1 million, respectively.

General and Administrative Expenses

General and administrative expenses represent overhead costs such as salaries and related costs, rent, travel
and professional fees. They also included fees paid to subsidiaries of AIG in return for the provision of
administrative services.
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General and administrative expenses increased by $11.8 million, or 12.5%. for the year ended Decemnber 31,
2006 compared to the vear ended December 3i. 2005. The increase was primarily the result of four factors:
{1) increased compensation expenses: (2) increased costs of approximately $5.8 million associated with our
Chicago and San Francisco offices, which opened in the fourth quarter of 2003 (3) additional expenses required of a
pubiic company, including increases in legal. audit and rating agency fees: and (4) accrual of a $2.1 million
cstimated liability in relation to the settlement of a pending investigation by the Attorney General of the State of
Texas. Compensation expenses increased due to the addition of staft throughout 2006, as well as an approximate
$7.7 million increased stock based compensation charge. This stock based compensation expense increase was
primarify as a result of the adoption of a long-term incentive plan, as well as 4 $2.8 million one-time charge incurred
to adjust the value of our outstanding options und RSUs due 1o modification of the plans in conjunction with our IPO
from book value plans to fair value plans. We have also accrued additional compensation expense for our Bermuda-
bused U.S. citizen employees in light of recent changes in U.S. tax legislation. Offsetting these increases was a
$2.0 million reduction in the estimated early termination fee associated with the termination of an administrative
service agreement with a subsidiary of AIG. The final termination fee of $3.0 million, which was less than the
$5.0 million accrued and expensed during the year ended December 31, 2003, was agreed 1o and paid on April 25,
2006. Excluding the early termination fec. fees incurred for the provision of certain administrative services by
subsidiaries of AlG were approximately $3.4 million and $31.9 million for the years ended December 31, 2006 and
2005, respectively. Prior 1o 2006, fees for these services were based on gross premiums written. Starting in 20006, the
fee basis was changed to a combination of cost-plus and flat fee arrangements for a more limited range of services,
thus the decrease in fees expensed in 2006. The balance of the administrative services no longer provided by AIG
was provided internally through additional company resources. We expect these costs to increase because we
anticipate further additions of administrative staft and resources in 2007. Qur general and administrative expense
ratio was 8.5% for the year ended December 31, 2006 compared to 7.4% for the year ended December 31, 2005; the
increase was primarily due to general and administrative expenses rising, while net premiums earned dechined. We
expect u further inerease in this ratio in 2007, as the planned staff and resource additions are made.

Our expense ratio increased to 19.8% for the year ended December 31, 2006 from 18.7% for the year ended
December 31, 2003 as the result of our higher general and administrative expense ratio. We expect the expense ratio
may increase as acquisition costs increase and as additional staff and infrastructure are acquired.

Interest Expense

Interest expense increased $17.0 million, or 109.0%, to $32.6 million tor the year ended December 31, 2006
from $15.6 million for the year ended December 31, 2005. Our seven-year term loan incepted on March 30, 2005. In
July 2006 we repaid this loan with a combination of a portion of both the proceeds from our IPO. including the
exercise in full by the underwriters of their over-allotment option, and the issuance of $300.0 million aggregate
principal amount of senior notes. The senior notes bear interest at an annual rate of 7.30%, whereas the term loan
carried a floating rate based on LIBOR plus an applicable margin. Interest expense increased during the current year
for two reasons: (1) we had long-term debt outstanding for all of 2006 compared to only nine months in 2005 and
(2) the applicable interest rates on debt outstanding during the year ended December 31, 2006 were higher than
those for 2005,

Net Income

As a result of the above, net income for the year ended December 31. 2006 was $442.8 million compared to a
net loss of $159.8 million for the year ended December 31, 2005, The increase was primarily the result of an absence
of significant catastrophic events in 2006, combined with an increase in net investment income. Net income for the
year ended December 31. 2006 and December 31. 2005 included a net foreign exchange loss of $0.6 million and
$2.2 million, respectively. We recognized an income tax recovery of $0.4 million during the yeur ended
December 31, 2005 due to our loss before income taxes. We recognized an income tax expense of $5.0 million
durtng the current period.
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Comparison of Years Ended December 31, 2005 and 2004
Premiums

Gross premiums written decreased by $147.7 million. or 8.6%. for the year ended December 31, 2005
compared to the year ended December 31, 2004. The decrease was mainly the result of a decline in the volume of
gross premiums written by our U.S. subsidiaries of $189.2 million, which was partially offset by an increase in the
volume of gross premiums written by our Bermuda subsidiary of $53.8 million.

The decrease in the volume of business written by our U.S. subsidiaries was the result of the cancellation of
surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of AIG. Gross
premiums written through the program administrator agreements and reinsurance agreement with AIG subsidiaries
for the year ended December 31. 2005 were approximately $22.2 million compared to approximately $273.9 million
for the year ended December 31, 2004. Absent these agreements. total gross premiums written were $1.538.1 mil-
lion for the year ended December 31, 2005 compared to $1.434.1 million for the year ended December 31, 2004.
Partially offsetting the decline in business writien through agrecments with AIG subsidiaries was an increase inthe
volume of U.S. business writien by our own U.S. underwriters. which was approximately $94.0 million in 2005
compared to $30.7 million in 2004.

The table below illustrates gross premiums written by geographic location. Gross premiums written by our
European subsidiaries decreased due to a decrease in rates for casualty business as well as decreased pharmaceutical
casualty premiums due to decreased exposures and limits. Gross premiums written by our Bermuda subsidiary
increased by $53.8 million, or 4.9%. due to an increase in reinsurance premiums written for casualty and specialty
business as we took advantage of opportunities within these lines. This increase was offset partially by a decrease in
gross premiums written by our Bermuda property and casualty insurance segments, which experienced decreasing
rales.

Year Ended
December 31, Dollar Percentage
2005 2004 Change Change
($ in millions)
Bermuda. . . o ot e e e $1.159.2  $1.1054 § 5338 4.9%
BUrope . ... .o e 265.0 277.3 (12.3) (4.4)
United SHIES . . ot oot it e e 136.1 3253 (189.2) (58.2)

$1,560.3  $1.708.0  3(147.7) (8.6)%

Net premiums written decreased by $150.7 million. or | 1.0%, for the year ended December 31,2005 compared
to the year ended December 31, 2004, The cost of our property catastrophe cover was $44.0 million for the year
ended December 31, 2005 compared to $30.7 million for the year ended December 31, 2004. The increase mainly
reflected the reinstatement premium charged in 2005 due to claims made for Hurricanes Katrina and Rita while no
reinstatement premium was charged in 2004, Excluding property catastrophe cover. we ceded 18.8% of gross
premiums written for the year ended December 31, 2005 compared o 17.8% for the year ended December 31. 2004.

Net premiums earned decreased by $54.0 million. or 4.1%. for the year ended December 31. 2005, a smaller
percentage than the decrease in net premiums written due 1o the earning of premiums written in prior years.
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We evaluate our business by segment, distinguishing between property insurance. casually insurance and
reinsurance. The following chart illustrates the mix of our business on a gross premiums written and net premiums
earned basis:

Gross Net
Premiums Premiums
Written Earned
Year Ended Year Ended
December 31, December 31,
2005 2004 Hios 2004
PrOPErlY . . . o e e 26.5% 32.1% 17.8% 25.1%
Casualty . .. e 406 440 457 480
Reinsurance . ... .. .. . e 329 239 365 269

Our business mix shifted from property and casualty insurance to reinsurance due primarily 1o a decrease in
property and casualty business written in the United States and an increase in the amount of reinsurance business
written in 2005,

Net Investment Income

Net investment income earned during the year ended December 31. 2005 was $178.6 million. compared to
$129.0 million during the year ended December 31, 2004. Investment management fees of $4.4 million and
$3.7 million were incurred during the years ended December 31, 2005 and 2004, respectively. The increase in net
investment income was due to an increase in aggregate invested assets, which increased 14.3% over the balance as
of December 31, 2004. and an increase in prevailing interest rates. We also had increased income from our hedge
fund investments. which were tully deployed during 20035. We received $17.5 million in dividends from three hedge
funds. which was included in investment income, compared to $0.2 million in 2004.

The annualized period book yield of the investment portfolio for the years ended December 31, 2005 and 2004
was 3.9% and 3.5%. respectively. The increase in yield was primarily the result of increasing interest rates in 2005.
Approximately 98% of our fixed income investments (which included individually held securities and securities
held in a high-yield bond fund) consisted of investment grade securities. The average credit rating of our fixed
income portfolio was rated AA by Standard & Poor’s and Aa2 by Moody's with an average duration of 2.3 years as
of December 31, 2005,

At December 31, 2005, we had investments in four hedge funds, three managed by our investment managers,
and one managed by a subsidiary of AIG. The market value of our investments in these hedge funds as of
December 31, 2005 totaled $215.1 million compared to $96.7 million as of December 31, 2004: additional
investments of $105 million were made during the year ended December 31. 2005. These investments generally
impose restrictions on redemption, which may limit our ability to withdraw funds for some period of time. We also
had an investment in a high-yield bond fund included within other invested assets on our balance sheet, the market
value of which was $81.9 miilion as of December 31, 2005 compared to $87.5 million as of December 31, 2004,
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The following table shows the components of net realized investment gains and losses. Interest rates increased
during the year ended December 31, 2005; consequently, we realized losses from the sale of some of our fixed
income securities.

We analyze gains or losses on sales of securities separately from gains or losses on interest rate swaps and gains
or losses on the settlement of futures contracts, which were used to manage our portfolio’s duration. We have since
discontinued the use of such futures contracts. In both years, we recorded no losses on investments as a result of
declines in values determined to be other than temporary.

Year Ended
December 31,

(% in millions)
Net (loss) gain from the sale of securities ........ ... ... ... ... ... .. ..... $(15.00 $13.2
Net loss on settlement of futures . . .. ... .. ... . .. .. ... .. . . . . ... — 24
Net gain on interest rate SWaps .. . ...ttt i e 48  —
Net realized investment {losses) gains . ... ... ... ...ttt $(10.2) $10.8

Net Losses and Loss Expenses

Net losses and loss expenses for the year ended December 3§, 2005 included estimated property losses from
Hurricanes Katrina, Rita and Wilma and Windstorm Erwin of $469.4 million, and also included a general liability
loss of $25 million that related to Hurricane Katrina. Adverse development from 2004 hurricanes and typhoons of
$62.5 million net of recoverables from our reinsurers was also included. Our reserves are adjusted for development
arising from new information from clients, loss adjusters or ceding companies. Comparatively, net losses and loss
expenses for the year ended December 31, 2004 included estimated losses from Hurricanes Charley, Frances, [van
and Jeanne and Typhoons Chaba and Songda of $186.2 million net of recoverables from our reinsurers.

The following table shows the components of the increase of net losses and loss expenses of $331.2 million for
the year ended December 31, 2005 from the year ended December 31, 2004,

Year Ended
December 31,

2005 2004
{$ in millions)
Net 108888 Paltd . .. .0 o o e e $ 4301 $ 2025
Net change in reported Case reServes . .. ... ... vttt in e 410.1 126.9
Netchange in IBNR . . . ..o 504.4 634.0
Net losses and J0ss eXpEnses . . . . ... . . ittt $1,3446 $1,013.4

Net losses paid increased $227.6 million, or 112.4%, to $430.1 million for the year ended December 31, 2005
primarily due to property losses paid on the catastrophic windstorms. The year ended December 31, 2005 included
$194.6 million of net losses paid on the 2004 and 2005 storms listed above compared to $57.1 millien for the 2004
storms listed above during the year ended December 31, 2004. The balance of the increase is from claims on policies
written by us in previous years.

The increase in case reserves during the year ended December 31, 2005 was primarily due to an increase in
reserves for property catastrophe losses. The net change in reported case reserves for the year ended December 31,
2005 included $325.5 millien relating to 2004 and 2005 storms listed above compared to $64.8 million for 2004
storms listed above during the year ended December 31, 2004.

The decrease in net change in IBNR reflected the larger proportion of losses reported, The net change in IBNR
for the year ended Plecember 31, 2005 also included a net reduction in prior period losses of $111.5 million
excluding development of 2004 storms compared to $79.4 million of net positive reserve development in the year
ended December 31, 2004, This positive development was the result of actual loss emergence in the non-casualty
lines and the casualty claims-made lines being lower than the initial expected loss emergence.
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Our overal] loss reserve estimates did not significantly change during 2005. On an opening carried reserve base
of $1,777.9 million, after reinsurance recoverable, we had a net decrease of $49 million including development of
2004 storms, a change of less than 3%.

The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2005 and 2004. Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
December 31,
2005 2004
(% in millions)
Net reserves for losses and loss expenses, January 1.................... $1,7779 % 9649
Incurred related to:
Current year non-catastrophe . .. ... ... ... . 924.2 906.6
Current year property catastrophe., . ... ... .. .. o 469.4 186.2
Prior year non-catastrophe . . . ... ... ... (111.5) (79.4)
Prior year property catastrophe . ... ... .. ... ... . ... . ... ... .. 62.5 —
Total incurred . . ... ... . 31,3446 $1.0134
Paid related to:
Current year non-catastrophe . .. ... ... ... . ... . L 40.8 12.1
Current year property catastrophe, .. ... .. .. ... .. ... ... . ......... R4.2 57.1
Prior year non-catastrophe . .. ... ... . L. L L L 194.7 1333
Prior year property catastrophe . ... ... .. ...t 110.4 —
Total paid ... .. $ 4300 $ 2025
Foreign exchange revaluation . ......... ... ... .. ... ... ... ... ..... (3.3 2.1
Net reserve for losses and loss expenses, December 31. .. ... ............ 2,689.1 1,777.9
Losses and loss expenses recoverable. .. ... ... ... ... .. L. 716.3 259.2
Reserve for losses and loss expenses, December 31 ... ... ... ... .. ...... 534054  $2.037.1

Acquisition Costs

Acquisition costs were $143.4 million for the year ended December 31, 2005 as compared to $170.9 million
for the year ended December 31, 2004. Acquisition costs as a percentage of net premiums earned were 11.3% for the
year ended December 31, 2005 versus 12.9% for the year ended December 31, 2004. The reduction in acquisition
costs was the result of a general decrease in brokerage rates being paid by us. The decling in the acquisition cost
ratio in 2005 also reflected the cancellation of surplus lines program administrator agreements and a reinsurance
agreement with subsidiaries of AIG pursuant to which we paid additional commissions to the program admin-
istrators and cedent equal to 7.5% of the gross premiums writien. Total acquisition costs relating to premiums
writien through these agreements with subsidiaries of AIG were $18.4 million for the year ended December 31,
2005 compared to $45.2 million for the yvear ended December 31, 2004, Ceding commissions, which are deducted
from gross acquisition costs. increased moderately, both in volume (ceding a slightly larger percentage of business)
and in rates.

Pursuant to our agreement with IPCUSL, we paid an agency commission of 6.5% of gross premiums written by
IPCUSL on our behalf plus original commissions. Total acquisition costs incurred by us related to this agreement
tor the years ended December 31, 2005 and 2004 were $13.1 million and $11.0 million, respectively.

General and Administrative Expenses

General and administrative expenses were $94.3 miliion for the year ended December 31 ,- 2005 as compared to
$86.3 million for the year ended December 31, 2004. This represented an increase of $8.0 million, or 9.3%, for the
year ended December 31, 2005 compared to the year ended December 31, 2004. Salaries and employee welfare
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expenses exceeded the prior period by approximately $5.9 million. The number of warrants and RSUs issued as well
as vested grew in the current period, resulting in an increased expense of $0.5 million over the prior period. The
increase in salaries and employee welfare also reflected a full year of expense for staft in our New York office,
which opened in June 2004, as well as an increase in worldwide statf count. There was also an increase in building
rental expense of approximately $0.8 million due to the full year expense of additional office space in Bermuda and
the office in New York. We also opened offices in San Francisco and Chicago during the fourth quarter of 2005. This
was offset partially by a decrease in depreciation expense of approximately $1.9 million due to the full depreciation
of office furniture and fixtures in Bermuda. The administrative fees paid to AIG subsidiaries decreased with the
decline in gross premiums written. However, we accrued an estimated termination fee of $5 million as a result of the
termination of the administrative services agreement in Bermuda with an AIG subsidiary. The total expense related
to administrative services agreements with AIG subsidiaries was $36.9 million for the year ended December 31,
2005 compared to $34.0 million for the year ended December 31, 2004,

Qur expense ratio was 18.7% for the year ended December 31, 2005, compared to 19.4% for the year ended
December 31, 2004, The expense ratio dechned principally due to the decline in acquisition costs,

Interest Expense

interest expense of $15.6 million representing interest and financing costs was incurred in the year ended
December 31. 2005 for our $500 million term loan. which was funded on March 30, 2005.

Net (Loss) Income

As a result of the above, net loss for the year ended December 31, 2005 was $159.8 million compared to net
income of $197.2 million for the year ended December 31, 2004. Net loss for the year ended December 31, 2005
included a foreign exchange loss of $2.2 million and an income tax recovery of $0.4 million. Net income for the year
ended December 31, 2004 included a foreign exchange gain of $0.3 million and income tax recovery of $2.2 million,

Underwriting Results by Operating Segments
Our company is organized into three operating segments:

Property Segment. QOur property segment includes the insurance of physical property and business
interruption coverage for commercial property and cnergy-related risks. We write solely commercial cov-
erages and focus on the insurance of primary risk layers. This means that we are typically part of the first group
of insurers that cover a loss up to a specified limit.

Casualty Segment.  Our casualty segment specializes in insurance products providing coverage for
general and product liability. professional liability and healthcare liability risks. We focus primarily on
insurance of excess layers, where we insure the second and/or subsequent layers of a policy above the primary
layer. Our direct casualty underwrilers provide a variety of specialty insurance casualty products to large and
complex organizations around the world.

Reinsurance Segment.  Our reinsurance segment includes the reinsurance of property, general casualty,
professional liability, specialty lines and property catastrophe coverages written by other insurince companies.
We presently write reinsurance on both a treaty and a facultative basis, targeting several niche reinsurance
markets including professional hiability lines, specialty casualty, property for U.S, regional insurers, accident
and health and to a lesser extent marine and aviation lines.

Management measures results for each segment on the basis of the “loss and loss expense ratio.” “acquisition
cost ratio.” “general and administrative expense ratio” and the “combined ratio.” Because we do not manage our
assets by segment, investment income. interest expense and total assets are not allocated to individual reportable
segments. General and administrative expenses are allocated to segments based on various factors, including staff
count and each segment’s proportional share of gross premiums written.
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Property Segment

The following table summarizes the underwriting results and associated ratios for the property segment for the
years ended December 31, 2006, 2005 and 2004,

Year Ended December 31,
2006 205 2004
(% in millions)

Revenues

Gross premiums Writlen . . . .. . ..ot $463.9  $412.9  $548.0
Net premiums written .. ......... .. ... .0, .. 193.7 170.8 308.6
Net premiums earned . . ... ... ... 190.8 2268 3332
Expenses

Net losses and loss expenses . ... ... ... . .. L, 31150 $4103  $3205
ACQUISILION COSIS ., ..o e oo e e e e (2.2) 5.7 304
General and administrative expenses. .. ... ... .. ... .. ... 26.3 20.2 255
Underwriting income (loss) ... ............................ 51.7 (209.4) (43.2)
Ratios

Loss Ftio . ..o 60.3% 1809%  96.2%
Acquisition costratio. . ... ... ... ... (1.2) 25 9.1
General and administrative expense ratio ... ... ... ... ........ .. 13.8 39 1.7
EXpense ratio. . ... ... . 12.6 1.4 16.8
Combined ratio .. ... . ... ... e 729 192.3 113.0

Comparison of Years Ended December 31, 2006 and 2005

Premiums. Gross premiums written were $463.9 million for the year ended December 31. 2006 compared to
$412.9 million for the year ended December 31, 2003, an increase of $51.0 million, or 12.4%. The increase in gross
premiums written was primarily due to significant market rate increases on certain catastrophe exposed North
American general property business, resulting from record industry losses following the hurricanes that occurred in
the second half of 2005. We also had an increase in the amount of business written due to increased opportunities in
the property insurance market. Gross premiums written also rose in the current period due to continued expansion of
our U.S distribution platform. During the second half of 2005, we added staff members to our New York and Boston
offices and opened offices in Chicago and San Francisco. Gross premiums writien by our underwriters in these
offices were $49.3 million for the year ended December 31, 2006 compared to $10.9 million for the year ended
December 31. 2005. Offsetting these increases was a reduction in gross premiums written resulting from the
cancellation ot surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of
AIG. Gross premiums written under these agreements for the year ended December 31, 2006 were approximately
$0.2 million compared to $14.5 million written for the year ended December 3t. 2005. In addition. the volume of
energy business declined approximately $11.3 million from the prior year primarily because we did not renew
certain onshore energy-related business that no longer met our underwriting requirements. Gross premiums written
also declined by approximately $11.0 million due to the non-renewal of a fronted program whereby we ceded 100%
of the gross premiums written.

Net premiums written increased by $22.9 million. or 13.4%. a higher percentage increase than that of gross
premiums written. We ceded 58.2% of gross premiums written for the year ended December 31, 2006 compared to
58.6% for the year ended December 31, 2005. The decline was primarily the result of a 7.5 percentage point
reduction in the percentage of premiums ceded on our energy treaty, from 66% to 58.5%. when it renewed on June 1,
2006. as well as the non-renewal of a fronted program that was 100% ceded in 2005. These reductions in premiums
ceded were partially offset by two factors:

¢ Premiums ceded in relation to our property catastrophe reinsurance protection for the property segment were
$42.3 million for the year ended December 31, 2006, which was a $14.7 million increase over the prior year.
The increase in cost was due to market rate increases resulting from the 2004 and 2005 windstorms and
changes in the level of coverage obtained. as well as internal changes in the structure of the program. These
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increases were partially offset by additional premiums ceded in 2005 1o reinstate our coverage following
losses incurred from Hurricanes Katrina and Rita: no such reinstatement premiums were incurred in 2006.

* We now cede a portion of the gross premiums written in our U.S. offices on a quota share basis under our
property treaties.

We expect net premiums wrilten as a percentage of gross premiums written to decline in 2007, primarily
because the percentage of gross premiums written ceded on our general property treaty increased from 45% to 55%
when the treaty renewed on November 1, 2006.

Net premiums earned decreased by $36.0 million, or 15.9%, primarily due to the cancellation of the surplus
lines program administrator agreements and a reinsurance agreement with subsidiaries of AIG. Net premiums
earned for the year ended December 31, 2005 included approximately $80.1 million related to the AIG agreements,
exclusive of the cost of property catastrophe reinsurance protection. The corresponding net premiums earned for the
year ended December 31, 2006 were approximately $1.1 million. This decline was partially offset by the earning of
the higher net premiums written in 2006.

Ner losses and loss expenses,  Net losses and loss expenses decreased by 72.0% to $115.0 million for the year
ended December 31. 2006 from $410.3 million for the year ended December 31, 2005. Net losses and loss expenses
for the year ended December 31. 2005 were impacted by three significant factors, namely:

* Loss and loss expenses of approximately $237.8 million accrued in relation to Hurricanes Katrina, Rita, and
Wilma which oceurred in August. September and QOctober 2005, respectively;

+ Net unfuvorable development of approximately $49.0 million related to the windstorms of 2004; and

= Net favorable reserve development related to prior years of approximately $71.8 million. This net favorable
development was primarily due to low loss emergence on our 2003 and 2004 accident year general property
and energy business, exclusive of the 2004 windstorms.

In comparison. we were not exposed to any significant catastrophes during the year ended December 31, 2006.
In addition, net favorable development relating to prior years of approximately $31.0 million was recognized during
this period. Major factors contributing to the net favorable development included:

= Favorable loss emergence on 2004 accident year general property and energy business:

» Excluding the losses related to the 2005 windstorms, lighter than expecied loss emergence on 2005 accident
year general property business, offset partially by unfavorable development on our energy business for that
accident year;

« Anticipated recoveries of approximately $3.4 million recognized under our property catastrophe reinsurance
protection related to Hurricane Frances; and

» Unfavorable development of approximately $2.7 million relating to the 2005 windstorms due to updated
claims information that increased our reserves for this segment.

The loss and loss expense ratio for the year ended December 31. 2006 was 60.3%, compared to 180.9% for the
year ended December 31, 2005, Net favorable development recognized in the year ended December 31, 2006
reduced the loss and loss expense ratio by 6.2 percentage points. Thus, the loss and loss expense ratio related to the
current period’s business was 76.5%. In comparison, the net favorable development recognized in the year ended
December 31, 2005 reduced the loss and loss expense ratio by 10.0 percentage points. Thus, the loss and loss
expense ratio for that period’s business was 190.9%. Loss and loss expenses recognized in relation to Hurricanes
Katrina, Rita and Wilma increased this loss and loss expense ratio by 104.9 percentage points. The loss ratio after
the effect of catastrophes and prior year development was lower for 2006 versus 2005 due to rate decreases in 2005
combined with higher reported loss activity, while 2006 was impacted by significant market rate increases on
catastrophe exposed North American general property business following the 2005 windstorms. However, the
results for our energy line of business during 2006 were adversely affected by dramatic increases in commodity
prices, which have led to higher loss costs. As commodity prices rise, so does the severity of business interruption
ctaims, along with the frequency of mechanical breakdown as our insureds step up production to take advantage of
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the higher prices. We expect to reduce our exposures on energy business going forward due to the current market
conditions.

Net paid losses for the year ended December 31, 2006 and 2005 were $237.2 million and $267.5 million.
respectively. Net paid losses for the year ended December 31, 2006 included $37.7 million recovered from our
property catastrophe reinsurance coverage as a result of losses paid due to Hurricanes Katrina and Rita.

The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2006 and 2005. Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
December 31,
2006 2008

($ in millions)

Net reserves for losses and loss expenses, January ... .. .. ... ... ........ $543.7  § 4042
Incurred related to:
Current period non-catastrophe . .. .. .. ... ... . oL L 146.0 195.3
Current period property catastrophe ... .. ... ... .. ... L L L. — 237.8
Prior period non-catastrophe . . ... . ... (30.3) (71.8)
Prior period property catastrophe . .. ... ... . . L L (0.7) 44.0
Total incurred. . ... ... §115.0  § 4103
Paid related to:
Current period non-catastrophe . . ... ... ... .. L 12.9 38.6
Current period property catastrophe . ... .......... .. ... .. ........ — 36.6
Prior period non-catastrophe . . . ... ... ... ... ... 121.5 1230
Prior period property catastrophe ... ... ... ... L. L 102.8 69.3
Total paid. .. .. $2372 § 20675
Foreign exchange revaluation . .. ... ... ... .. ... ... ... ... ...... 24 3.3
Net reserve for losses and loss expenses, December 31 ... ... ... ... ..... 4239 543.7
Losses and loss expenses recoverable . . ... ... .. ... .. . L L. 408.4 515.1
Reserve for losses and loss expenses, December 31, ... ... ... ... ... .... $892.3  $1.058.8

Acquisition costs.  Acquisition costs decreased to negative $2.2 million for the year ended December 31,
2006 from positive $5.7 million for the year ended December 31, 2005. The negative cost represents ceding
commissions received on ceded premiums in excess of the brokerage fees and commissions paid on gross premiums
written. The acquisition cest ratio decreased to negative 1.2% for the year ended December 31, 2006 from 2.5% for
2005 primarily as a result of changes in our U.S. distribution platform. Historically. our U.S. business was generated
via surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of AIG. Under
these agreements. we paid additional commissions to the program administrators and cedent equal to 7.5% of the
gross premiums written. These agreements were cancelled and the related gross premiums written were substan-
tially earned by December 31, 2005. Gross premiums written from our U.S. offices are now underwritten by our
own staff and, as a result, we do not incur the 7.5% override commission historically paid to subsidiaries of AKG. In
addition, we now cede a portion of our U.S. business on a quota share basis under our property treaties. These
cessions generate additional ceding commissions and have helped to further reduce acquisition costs on our
U.S. business.

The reduction in acquisition costs was offset slightly by reduced ceding commissions due to us on our general
property and energy treaties. The factors that will determine the amount of acquisition costs going forward are the
amount of brokerage fees and commissions incurred on policies we write, less ceding commissions earned on
reinsurance we purchase.

General and administrative expenses.  General and administrative expenses increased to $26.3 million for the
year ended December 31. 2006 from $20.2 million for the year ended December 3i. 2005. General and
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administrative expenses included fees paid to subsidiaries of AIG in return for the provision of certain admin-
istrative services. Prior to January 1, 2006, these fees were based on a percentage of our gross premiums written.
Effective January 1, 2006, our administrative agreements with AIG subsidiaries were amended and contained both
cost-plus and flat-fee arrangements for a more limited range of services. The services no longer included within the
agreements are now provided through additional staff and infrastructure of the company. The increase in general
and administrative expenses was primarily attributable to additional staff and administrative expenses incurred in
conjunction with the expansion of our U.S. property distribution platform, as well as increased stock compensation
expenses due to modification of the plans in conjunction with our IPO from book value plans to fair value plans and
the adoption of a long-term incentive plan. The cost of salaries and employee welfare also increased for existing
staff. The increase in the general and administrative expense ratio from 8.9% for the year ended December 31, 2005
to 13.8% for 2006 was the result of the reduction in net premiums earned, combined with start-up costs in the United
States rising at a faster rate than net premiums earned.

Comparison of Years Ended December 31, 2005 and 2004

Premiums.  Gross premiums written were $412.9 million for the year ended December 31, 2005 compared to
$548.0 million for the year ended December 31, 2004. The decrease in gross premiums written ot $135.1 million for
the year ended December 31, 2005 compared to the year ended December 31, 2004 was primarily due to the
cancellation of surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of
AlG, which had been our major distribution channel for property business in the United States. We wrote gross
premiums of approximately $164.8 million under these agreements for the year ended December 31, 2004
compared to $14.5 million written for the year ended December 31, 2005. During 2005, we added staff members to
our New York and Boston offices in order to build cur U.S. property distribution platform. We opened an office in
San Francisco in October 2005 and an office in Chicago in November 2005. Gross premiums written by our
underwriters in these offices were $10.9 million for the year ended December 31, 2005 compared to nil in the year
ended December 31, 2004, Gross premiums written by our Bermuda and European offices were comparable to the
prior year, increasing slightly by $4.7 million primarily due to an increase in velume produced by our European
offices.

Net premiums written decreased by 44.7%, or $137.8 million, for the year ended December 31, 2005 compared
to the year ended December 31, 2004, Of this decline in net premiums written, $148.7 mitlion was due to the loss of
AlG-sourced production offset by approximately an $11.3 million increase in net premiums written by our
European offices. Excluding property catastrophe cover, we ceded 51.9% of gross premiums written for the year
ended December 31. 2005 compared to 39.5% in the year ended December 31, 2004, Although we reduced
exposure in the United States, the cost of our property catastrophe reinsurance coverage allocated to the property
segment in 2005 was $4.9 million greater than the prior period due to reinstatement premiums from claims for
Hurricanes Katrina and Rita in 2005. This cost is reflected as a reduction in our net premiums written.

The decrease in net premiums earned of $106.4 million, or 31.9%, reflected the decrease in net premiums
written. The percentage decrease of 31.9% was less than that for net premiums written of 44.7% due to the earning
of prior year premiums.

Net losses and loss expenses.  Net losses and loss expenses increased by $89.8 million for the year ended
December 31, 2005 compared to the year ended December 31, 2004, The property loss ratio increased 84.7 points in
2005 primarily due to the exceptional number and intensity of storms during the year. Net losses and loss expenses
included $237.8 miilion in net losses resulting from windstorm catastrophes in 2005 (adversely impacting the loss
ratio by 104.9 points) and net losses from development of 2004 storms equal to $49.0 million (adversely impacting
the loss ratio by 21.6 points) and $71.8 million in net positive development from prior accident years, which was the
result of continued favorable loss emergence (favorably impacting the loss ratio by 31.7 points). Comparatively, net
losses and loss expenses for the year ended December 31, 2004 included $104.5 million in net losses resulting from
third quarter 2004 hurricanes (adversely impacting the less ratio by 31.4 points), and included net positive
development relating to prior accident years of $18.4 million {favorably impacting the loss ratio by 5.5 points}, The
loss ratio after the effect of catastrophes and prior year development was higher for 2005 versus 2004 due to the
impact of certain rate decreases since 2003, the increase in reported loss activity during 2005 and the effect of
additional property catastrophe reinsurance coverage paid by us, reducing our net premiums earned. Net paid losses
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increased from $140.2 million for the year ended December 31. 2004 to $267.5 million for the year ended
December 31, 2005, reflecting the development of our book of business along with increased payments for
catastrophe claims,

The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2005 and 2004, Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
December 31,
2005 2004

{$ in millions)

Net reserves for losses and loss expenses, January 1......... ... ... .. ... $ 4042 $221.7
Incurred related to:
Current year non-catastrophe ... ... ... .. ... ... ... ... 195.3 2344
Current year property catastrophe . . ... ... . ... .. ... ... 237.8 104.5
Prior year non-catastrophe ... ... ... .. .. . (71.8) (18.4)
Prior year property catastrophe . ... ... ... L 49.0 —
Total incurred. . ... .. . L $ 4103  $3205
Paid related 10:
Current year non-catastrophe .. ... ... ... . ... .. . ... 38.6 10.9
Current year property catastrophe . . ... .. ... . ... .. 36.6 32.2
Prior year non-catastrophe . .. ... ... ... 123.0 97.1
Prior year property catastrophe . .. ... ... ... . L L L 69.3 —
Total paid. . . ... o $ 2675 %1402
Foreign exchange revaluation . . .......... ... ... ... ... ... ... ....... (3.3) 2.2
Net reserve for losses and loss expenses, December 31 . ... ... ... ......... 5437 404.2
Losses and loss expenses recoverable . ... ... ... ... ... ... ... ... .. ... 515.1 185.1
Reserve for losses and loss expenses, December 31, ... ... .. ... ...... $1,058.8  $589.3

Acquisition costs.  Acquisition costs decreased to $5.7 million for the year ended December 31, 2005 from
$30.4 million for the year ended December 31, 2004, representing a decrease of 81.3%. The decrease resulted from
a greater amount of ceding commissions received from reinsurance treaties as we ceded a larger proportion of
property business. [t was also due to a general decrease in brokerage rates during 2005. In addition, our surplus lines
program administrator agreements and a reinsurance agreement with subsidiaries of AIG were cancelled, which
carried an additional 7.5% commission on the gross premiums written. Total acquisition costs relating to premiums
written through these agreements with subsidiaries of AIG were $12.8 million for the year ended December 31,
2005 compared to $30.2 million for the year ended December 31. 2004. Effective October 1, 2003, the ceding
commission for our general property quota share treaty declined.

General and administrative expenses. General and administrative expenses decreased to $20.2 millien for
the year ended December 31, 2005 from $25.5 million for the year ended December 31, 2004. The decrease in
general and administrative expenses for 2003 versus 2004 reflected the decrease in the production of business. Fees
paid to subsidiaries of AIG in return for the provision of administrative services were based on a percentage of our
gross premiums written, The general and admimistrative expense ratio increased during the period as expenses did
not decrease to the same extent as net premiums earned.
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Casualty Segment

The following table summarizes the underwriting results and associated ratios for the casualty segment for the
years ended December 31, 2006, 2005 and 2004.
Year Ended December 31,

2006 2005 2004
{$ in miflionsj

Revenues

Gross premiums WrHEN . . ... oo e e, $622.4  $633.0 $752.1
Net premiums writtenl ... ... . 541.0 557.6 670.0
Net premiums earned .. ... ... . e 534.3 5813 636.3
Expenses

Net losses and 108s eXPeNSEs . . . .o v ittt e ee e $331.8  $431.0  $436.1
AcquUISItION COSL . . ..o oo e 30.4 335 59.5
General and administrative expenses ... .. ... ... ... 52.8 44.3 398
Underwriting income. . .. ... ... ... .. .. o oL 119.3 72.5 100.9
Ratios

LOSS TalIO . o . . oo e 6021% T741%  68.5%
ACQUISILION COSLTALIO . . .. v et 5.7 5.8 94
General and administrative expense ratio . ... ................... 9.9 7.6 6.2
Expense ratio . . ... ... 15.6 13.4 15.6
Combined Tatio. .. ... ..o e 77.7 87.5 84.1

Comparison of Years Ended December 31, 2006 and 2005

Premiums.  Gross premiums written for the year ended December 31, 2006 declined 1.7%, or $10.6 million,
from the prior year. Although gross premiums written declined by approximately $7.3 million as a result of the
cancellation of surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of
AIQG. this reduction was more than offset by an increase in the level of business written in our U.S. offices. During
the year ended December 31, 2006, gross premiums written by our underwriters in the U.S. totaled approximately
$108.8 million compared to $83.2 million in the prior period. Offsetting this increase was a reduction in gross
premiums written in cur Bermuda office, primarily due to certain non-recurring business written in 2003, as well as
reductions in market rates. We expect market rates to continue to decline in 2007 due 1o increased competition.
There was also a decline of approximately $6.5 million in gross premiums written through surplus lines agreements
with an affiliate of Chubb for the year ended December 31, 2006 compared to the prior year. This decline was due to
a nunber of factors, including the elimination of certain classes of business, such as directors and officers as well as
errors and omissions and changes in the underwriting guidelines under the agreement.

Net premiums written decreased in line with the decrease in gross premiums written. We expect to cede a larger
portion of our casualty business in 2007. Therefore, net premiums written as a percentage of gross premiums written
will be lower than 2006. The $47.0 million, or 8.1%, decline in net premiums earned was the result of the decline in
net premiums written during 2005 as a result of the cancellation of the surplus lines program administrator
agreements and a reinsurance agreement with subsidiaries of AIG.

Net losses and loss expenses.  Net losses and loss expenses decreased $99.2 million, or 23.0%, to $331.8 mil-
lion for the year ended December 31, 2006 from $431.0 million for the year ended December 31, 2005. During the
year ended December 31, 2006, approximately $63.4 million in net favorable reserve development relating to prior
periods was recognized, primarily due to favorable loss emergence on the 2002, 2003 and 2004 accident years. This
favorable development, however, was partially offset by approximately $5.2 million of unfavorable development on
certain claims relating to our U.S. casualty business. Comparatively, during the year ended December 31, 2003, net
favorable reserve development relating to prior years of approximately $22.7 million was recognized. The net
favorable deveiopment reduced the loss and loss expense ratio by 11.9 and 3.9 percentage points for the years ended
December 31, 2006 and 2005, respectively. Thus, the loss and loss expense ratio related to the current period’s
business was 74.0% for the year ended December 31, 2006 and 78.0% for the year ended December 31, 2005, A
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general liability loss related to Hurricane Katrina of $25.0 million increased the 2005 accident year ioss and loss
expense ratio by approximately 4.3 percentage points. Net paid Josses for the years ended December 31, 2006 and
2005 were $59.7 million and $31.5 million, respectively. Net paid losses for the year ended December 31, 2000
included the payment of the $25.0 million Hurricane Katrina claim.

The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2006 and 2005. Losses incurred and paid are reflected net of reinsurance recoverables.
Years Ended
December 31,
2006 2005
($ in millions)

Net reserves for losses and loss expenses, January 1., .. ... ... ... ... .. $1.419.1 $1,019.6
Incurred related to:
Current period non-catastrophe .. ........ ... .. .. i 395.2 428.7
Current period catastrophe . . . . ... .. .. ... — 25.0
Prior period non-catastrophe .. ..., ... ... . o (63.4) (22.7)

Prior period catastrophe . . . ... ... e — —

Total incurred . .. ... L $ 3318 5 431.0
Paid related to:
Current period non-catastrophe .. ....... ... ... ... .. ... ... .. ... — —

Current period catastrophe . . . ... ... . . . L — —

Prior period non-catastrophe . . ... .. ... ... .. 347 315
Prior period catastrophe . . . ... L o 25.0 —
Total paid . ..o $ 597 § 313
Foreign exchange revaluation ... ... ... ... . ... ... . ... .. .. — —
Net reserve for losses and loss expenses, December 31. .. ... ... ... ... 1,691.2 1,419.1
Losses and loss expenses recoverable. . . ... ... ... ... L. 182.6 128.6
Reserve for losses and loss expenses, December 31 . ... ... ... ... ... $1.873.8  $1,547.7

Acguisition costs.  Acquisition costs were $30.4 million for the year ended December 31, 2006 compared to
$33.5 million for the year ended December 31, 2005. This slight decrease was related to the reduction in net
premiums carmed as well as an increase in cessions under our general casualty treaty and, as a result, the acquisition
cost ratios were comparable at 5.7% und 5.8% for the years ended December 31, 2006 and 2005, respectively.

General and administrative expenses. General and administrative expenses increased $8.5 million, or
19.2%, to $52.8 million for the year ended December 31, 2006 from $44.3 million for the year ended December 31,
2005. General and administrative expenses included fees paid to subsidiaries of AlG in return for the provision of
certain administrative services. Prior to January 1, 2006, these fees were based on a percentage of our gross
premiums written. Effective January 1, 2006, our administrative agreements with AlG subsidiaries were amended
and contained both cost-plus and flal-fee arrangements for a more limited range of services. The services no longer
included within the agreements are now provided through additional staff and infrastructure of the company. The
increase in general and administrative expenses was primarily attributable to the expansion of cur U.S distribution
platform, as well as increases in salaries, employee welfare and stock based compensation. The increase in the
general and administrative expense ratio from 7.6% for the year ended Decerber 31, 2003 to 9.9% for 2006 was the
result of the reduction in net premiums earned, combined with the start-up costs in the United States and the higher
compensation expense,

Comparison of Years Ended December 31, 2005 and 2004

Premiums.  Gross premiums written declined $119.1 million, or 15.8%, for the year ended December 31, 2005
compared to the vear ended December 31, 2004. The decrease reflected the cancellation of surplus lines program
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administrator agreements and a reinsurance agreement with subsidiaries of AIG. Gross premiums written under these
agreements in the year ended December 31, 2004 were approximately $109.1 million compared to $7.7 million
written in the year ended December 31, 2005, The decline was partially offset by premiums written through our own
underwriters in our U.S. offices equal to approximately $83.2 million during the year ended December 31, 2005
compared to $30.7 million for the year ended December 31, 2004. The decrease in gross premiums written also
reflected a number of accounts that were non-recurring in 2005 as well as decreasing industry rates for casualty lines of
business. Casualty rates began to decline in 2004 and continued to decline in 2005. Terms and conditions and client
self-insured retention levels, however, remained at desired tevels. During 2005, we also reduced our maximum gross
limit for pharmaceutical accounts in order to prudently manage this exposure. The change in gross limit resulted in a
year-over-year decline in gross premiums written of about $12 million.

In June 2004, Allied World Assurance Company (U.S.) Inc. opened a branch office in New York, which
expanded our distribution in the United States. We also opened offices in San Francisco and Chicago, to further
expand our presence in the United States.

Net premiums written decreased in line with the decrease in gross premiums written. The $35.0 million decline
in net premiums earned was less than that for premiums written due to the continved earning of premiums written in
2004.

Net losses and loss expenses.  Net losses and loss expenses decreased to $431.0 million for the year ended
December 31, 2005 from $436.1 million for the year ended December 31, 2004. The casualty loss ratio for the year
ended December 31, 2005 increased by 5.6 points from the year ended December 31, 2004 due largely to a
$25 million general liability loss that occurred during Hurricane Katrina. Net losses and loss expenses for the year
ended December 31, 2003 also included positive reserve development of $22.7 million compared to positive reserve
development of $43.3 million in the year ended December 31, 2004. The decrease in estimated losses from prior
accident years was the result of very low loss emergence to date on the claims-made lines of business. Net paid
losses for the years ended December 31, 2005 and 2004 were $31.5 million and $7.1 million, respectively.

The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2005 and 2004, Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
December 31,
2005 2004
($ in millions)
Net reserves for losses and loss expenses, January 1. .. ... .. .. ...... 31,0196 § 5906
Incurred related to:
Current year non-catastrophe . ... ... .. ... .. . . 428.7 479.4
Current year catastrophe . .. .. .. ... ... . .. 25.0 —
Prior year non-catastrophe . .. . .. ... .. ... e (2271 (43.3)

Prior year catastrophe . .. ... ... .. L. — —

Total incurred . ... ... e e $ 4310 $ 436.1
Paid related to:
Current year non-catastrophe . . ... ... .. ... ... e — 0.9
Current year catastrophe .. ... ... ... ... . ... . — —
Prior year non-catastrophe . . .. .. ... ... .. 315 6.2
Prior year catastrophe .. ... .. ... .. .. — —

Total paid . . ... ... $ 315 5 71
Foreign exchange revaluation . ... ...... ... ... ... .. .. . ... .. ... — —

Net reserve for losses and loss expenses, December 31. . ... ... . ... . ..... 1.419.1 1,019.6
Losses and loss expenses recoverable. . ... ... ... ... ... . L. 128.6 73.6
Reserve for losses and loss expenses, December 31 .. .................. $1,547.7 $1.093.2
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Acguisition costs.  Acquisition costs decreased to $33.5 million for the year ended December 31, 2005 from
$59.5 million for the year ended December 31, 2004. Total acquisition costs relating to premiums written through
surplus lines program administrator agreements and a reinsurance agreement with subsidiaries of AIG were
approximately $5.6 miltion for the year ended December 31, 2005 compared to approximately $15.0 million for the
year ended December 31, 2004. The acquisition cost ratio decreased from 9.4% for the year ended December 31,
2004 to 5.8% for the year ended December 31, 2005. The decrease was due 1o a general decrease in industry
brokerage rates paid by us, the cancellation of the surplus lines program administrator agreements and a reinsurance
agreement with subsidiaries of AIG, which carried an additional 7.5% commission on the gross premiums written,
and a slight increase in the rate of ceding commissions. The amount of ceding commissions received from treaty and
facultative reinsurance is offset against our gross acquisition costs.

General and administrative expenses.  General and administrative expenses increased to $44.3 million for the
year ended December 31, 2005 from $39.8 million for the year ended December 31, 2004. The increase in general
and administrative expenses for 2005 versus 2004 was largely attributable to additional expenses related to the
New York office, which was fully operational for the full year in 2005 and opened in June 2004. The increase in the
general and administrative expense ratio is a result of the start-up costs in the United States causing expenses (o rise
at a faster rate than premiums.

Reinsurance Segment

The tollowing table summarizes the underwriting results and associated ratios for the reinsurance segment for
the years ended December 31, 2006, 2005 and 2004,
Year Ended December 31,
2006 2005 2004
(% in millions}

Revenues

Gross premiums Writlen . ... ... ... L $572.7  $5144 34079
Net premiums Writlen .. ... .. ... . . e 572.0 493.5 394.1
Net premiwms earned . .. .. ... ... . L 526.9 4634 3560
Expenses

Net losses and 1088 EXPENSES . . ... ... . vt $2924  $503.3 82367
ACQUISIHON COSS © o v 113.3 104.2 80.9
General and administrative expenses. . ........................ 27.0 29.8 21.1
Underwriting income (loss) ... ... .............. ... ........ 94.2 (173.9) (2.7
Ratios

Loss ratio . ..o e 355% 108.6%  12.1%
Acquisition costratio. ... ... L L 215 225 22.8
General and administrative cxpense ratio ... ... ...... ... ... .... 5.1 6.4 39
Expense ratio. . ... ... ... 26.6 289 28.7
Combined ratio . ... ... ... L 82.1 137.5 100.8

Comparison of Years Ended December 31, 2006 and 2005

Premiums. Gross premiums written were $572.7 million for the year ended December 31, 2006 compared to
$514.4 million for the year ended December 31, 2005, an increase of $58.3 million, or 11.3%. The increase in gross
premiums written was due to a number of factors. We added approximately $66.6 million in gross premiums written
related to new business during the year ended December 31, 2006. Included in this amount was gross premiums
written of approximately $14.7 million related to four ILW contracts. In addition, net upward premium adjustments
on prior years' business totaling approximately $83.2 million further increased gross premiums written, compared
to similar adjustments of approximately $35.3 million in 2005. Increases in treaty participations also served to
increase gross premiums written. However, several treaties were not renewed in the current year, including one
treaty that contributed approximately $27.3 million (o gross premiums written in 2005 and was not renewed due to
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unfavorable changes in contract terms. In addition, approximately $21.6 million of the gross premiums written
during the year ended December 31, 20035 related to coverage reinstatements on business written under our
underwriting agency agreement with [PCUSL. Although rates on property catastrophe business have increased, we
reduced our exposure limits on the IPCUSL business, which further reduced gross premiums written. iIPCUSL
wrote $52.1 million of property catastrophe business on our behalf for the year ended December 31, 2006 compared
to $83.0 million in 2005. We mutually agreed to terminate the [PCUSL agency agreement effective as of
November 30, 2006. We are now underwriting this property catastrophe reinsurance business ourselves and
expect to renew the majority of desired [PCUSL accounts. Also, during 2006 we elected not to renew an agreement
for the administration of the majority of our accident and health business; this agreement accounted for approx-
imately $4.1 million and $12.3 million in gross premiums written for the years ended December 31, 2006 and 2005,
respectively. For the year ended December 31, 2006, 75.4% of gross premiums written related to casualty risks and
24.6% related to property risks versus 70.8% casualty and 29.2% property for the year ended December 31, 2005.

Net preiniums written increased by $78.5 million, or 15.9%, a higher percentage than that for gross premiums
written. The higher percentage was primarily a result of changes in the internal structure of our property catastrophe
reinsurance protection. This resulted in a reduction of $14.9 million in ceded premium in the year ended
December 31, 2006 compared to 2005, Ceded premiums for 2005 included approximately $7.2 million to reinstate
our property catastrophe reinsurance protection following Hurricanes Katrina and Rita.

The $63.5 million, or 13.7%, increase in net premiums earned was the result of several factors:

* [ncreased net premiums written over the past two years. Premiums related to our reinsurance business earn
stower than those related to our direct insurance business. Direct insurance premiums typically earn ratably
over the term of a policy. Reinsurance premiums are often earned over the same period as the underlying
policies. or risks, covered by the contract. As a result, the earning pattern may extend up to 24 months,
reflecting the inception dates of the underlying policies.

» Net upward revisions to premium estimates on business written in prior years were significantly higher in
2006 in comparison with 2005, As the adjustments relate to prior periods, the associated premiums make a
proportionately larger contribution to net premiums earned.

= Premiums ceded in relation to the property catastrophe reinsurance protection were significantly lower in
2006. Net premiums earned during the year ended December 31, 2006 were approximately $11.5 million
higher as a result.

These three factors more than offset the approximate $31.9 million reduction in net premiums earned on the
IPCUSL business during 2006.

Net losses and foss expenses.  Net losses and loss expenses decreased from $303.3 miltion for the year ended
December 31, 2005 to $292.4 million for the year ended December 31, 2006. Net losses and loss expenses for the

year ended December 31, 2005 were impacted by four significant factors:

* Losses and loss expenses of approximately $13.4 million as a result of Windstorm Erwin, which occurred in
the first quarter of 2005;

* Losses and loss expenses of approximately $218.2 million accrued in relation to Hurricanes Katrina, Rita
and Wilma, which occurred in August, September and October 2005, respectively;

» Net unfavorable development of approximately $13.5 million related to the windstorms of 2004; and
» Net favorable reserve development related to prior years of approximately $17.0 million, which was
primarily due 1o low loss emergence on our 2003 and 2004 property reinsurance business, exclusive of the

2004 windstorms.
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In comparison, we were not exposed to any significant catastrophes during the year ended December 31, 2006.
However, 2006 losses and loss expenses were impacted by several factors:

* Recognition of approximately $12.4 million of favorable reserve development. The majority of this
development related to 2003 and 2005 accident year business written on our behalf by IPCUSL, as well
as certain workers compensation catastrophe business written during the period from 2002 to 2005.

* Net favorable development related to the 2005 windstorms totaled approximately $2.8 million due to
updated claims information that reduced our reserves for this segment; and

* Anticipated recoveries of approximately $1.1 million on our property catastrophe reinsurance protection
related to Hurricane Frances.

The loss and loss expense ratio for the year ended December 31, 2006 was 55.5%, compared to [08.6% for the
year ended December 31, 2005. Net favorable development recognized in the year ended December 31, 2006 reduced
the loss and loss expense ratio by 3.1 percentage points. Thus, the loss and loss expense ratio related to the current
year’s business was 58.6%. Comparatively, net favorable development recognized in the year ended December 31,
2005 reduced the loss and loss expense ratio by 0.8 percentage points. Thus, the loss and loss expense ratio related to
that period’s business was 109.4%. Loss and loss expenses recognized in relation to Windstorm Erwin and Hurricanes
Katrina, Rita and Wilma increased this loss and loss expense ratio by 50.0 percentage points. The lower ratio in 2006
was primarily a function of property catastrophe reinsurance costs, which were approximately $11.5 million greater in
the year ended December 31, 2005 than for 2006. This was due primarily to charges incurred to reinstate our coverage
after the 2005 windstorms. The higher charge in 2005 resulted in lower net premiums earned and, therefore, a higher
loss and loss expense ratio. Partially offsetting this was an increase in the 2006 loss ratio due to a greater proportion of
net premiums earned relating to casualty business, which carries a higher loss ratio.

Net paid losses were $185.9 million for the year ended December 31, 2006 compared to $131.1 million for the
year ended December 31, 2005. The increase primarily related to losses paid as a result of the 2005 windstorms. Net
paid losses for the year ended December 31, 2006 included $25.5 million recovered from our property catastrophe
reinsurance coverage as a result of losses paid due to Hurricanes Katrina and Rita.

The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31, 2006 and 2005. Losses incurred and paid are reflected net of reinsurance recoverables.

Year Ended
December 31,
2006 2005
(% in millions)
Net reserves for losses and loss expenses, January 1 ... ....... .. ... ....... $726.3  $334.1
Incurred related to:
Curtrent period non-catastrophe ... ... ... . . . L 308.7 275.2
Current period property catastrophe . .. ... ... . ... .. L L — 231.6
Prior period non-catastrophe . . ... ... L (12.4) (17.00
Prior period property catastrophe. . ... .. .. ... ... . L 3.9 13.5
Total incurred . . .. ... $292.4  $503.3
Paid related to:
Current period non-catastrophe . . ... ... ... L L 14.9 2.1
Current period property catastrophe . . ... ... ... .. ... .. ... .. — 47.6
Prior period nen-catastrophe ... ... ... oL o L 56.0 40.3
Prior period property catastrophe . .. .. ... ... ... ... 115.0 41.1
Total paid . . ... ... $1859  s3131.1
Foreign exchange revaluation .. .. ... ... ... ... ... ... ... ... ... ...... — —
Net reserve for losses and loss expenses, December 31 ... ... ... ... .. ...... 832.8 7263
Losses and loss expenses recoverable . .. ... .. ... ... L. 38.1 72.6
Reserve for losses and loss expenses, December 31 ... .. ... ... ... . ..... 3870.9  $798.9
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Acquisition costs.  Acquisition costs increased $9.1 million, or 8.7%, to $113.3 million for the year ended
December 31, 2006 from $104.2 million for the year ended December 31, 2005 primarily as a result of the increase
in net premiums earned. The acquisition cost ratio of 21.5% for the year ended December 31, 2006 was lower than
the 22.5% acquisition cost ratio for the year ended December 31, 2005, primarily due to higher net premiums earned
as a result of reduced premiums ceded for property catastrophe reinsurance protection.

General and administrative expenses. General and administrative expenses decreased to $27.0 million for
the year ended December 31, 2006 from $29.8 million for the year ended December 31, 2005. The decrease in
general and administrative expenses was primarily a result of changes in the cost structure for our administrative
functions. General and administrative expenses included fees paid to subsidiaries of AlG in return for the provision
of certain administrative services. Prior to January 1, 2006, these fees were based on a percentage of our gross
premiums written. Effective Jannary 1, 2006, our administrative agreements with AIG subsidiaries were amended
and contained both cost-plus and flat-fee arrangements for a more limited range of services. The services no longer
included within the agreements are now provided through additional staff and infrastructure of the company.

Prior to January 1, 2006, fees paid to subsidiaries of AIG were allocated to the reinsurance segment based on
the segment’s proportionate share of gross premiums written. The reinsurance segment constituted 32.9% of
consolidated gross premiums written for the year ended December 31, 2005 and, therefore, was allocated a
significant portion of the fees paid to AIG. As aresult of the change in the cost structure related to our administrative
functions, these expenses are now relatively fixed in nature, and do not vary according to the level of gross
premiums written. This has resulted in a decreased allocation of expenses to the reinsurance segment. Partially
offsetting this reduction were increased salaries, as well as increased stock based compensation charges as a result
of a newly adopted long-term incentive plan and modification of the plans in conjunction with our [PO from book
value plans to fair value plans.

Comparison of Years Ended December 31, 2005 and 2004

Premiums. Gross premiums written were $514.4 million for the year ended December 31, 2005 as compared
to $407.9 million for the year ended December 31, 2004, The $106.5 million, or 26.1%, increase in gross premiums
written for the year ended December 31, 2005 over the year ended December 31, 2004 was predominantly the result
of continued growth of our specialty and traditional casualty reinsurance lines, which grew $84.7 million over the
prior year. Although rates generally stabilized in 20035, we believe we gained market recognition since our
reinsurance segment started operations in 2002, and our financial strength provided us with a competitive advantage
and opportunities in the market. Included within the reinsurance segment is business written on our behalf by
IPCUSL under an underwriting agency agreement, [IPCUSL wrote $83.0 million of property catastrophe business in
the year ended December 31, 2005 versus $68.0 million in the year ended December 31, 2004. The rise reflected an
increase in reinstatement premiums from a larger number of catastrophe claims on storm activity during 2005. Of
the remaining premiums, 15.6% related to property and 84.4% related to casualty risks for the year ended
December 31, 2005 versus 22.6% property and 77.4% casualty for the year ended December 31, 2004. We also
commenced reinsuring accident and health business in June 2004, which increased gross premiums written by
$6.4 million in 2005 over 2004.

Net premiums written increased by a slightly smaller percentage than gross premiums written during 2005
because we allocated a portion of our property catastrophe coverage to the reinsurance segment, which equaled
$16.4 million for the year ended December 31, 2005 compared to $8.1 million for the year ended December 31,
2004. The increase reflected the cast of remstatement premiums due 1o claims from Hurricanes Katrina and Rita.

Net earned premiuvm growth in 2005 benefited from the continued earning of premiums written in 2003 and
2004. On an earned basis, business written on our behalf by IPCUSL represented 18.1% of total reinsurance earned
premium in the year ended December 31, 2005 compared to 18.6% in the year ended December 31, 2004.

Net losses and loss expenses.  Net losses and loss expenses increased to $503.3 million for the year ended
December 31, 2005 from $256.7 million for the year ended December 31, 2004. The loss ratio for the year ended
December 31, 2005 increased 36.5 points from the year ended December 31, 2004, The increase resulted from
increased windstorm activity during 2005. Net losses and loss expenses included $231.6 million of estimated losses
relating to Hurricanes Katrina, Rita and Wilma and Windstorm Erwin (adversely impacting the loss ratio by
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50.0 points) and $13.5 million of negative development on estimated losses from 2004 storms (adversely impacting
the loss ratio by 2.9 points). Comparatively, $81.6 million of estimated losses were incurred during the year ended
December 31, 2004 relating to the third quarter hurricanes and typhoons (adversely impacting the loss ratio by
22.9 points). Net losses and loss expenses for the year ended December 31, 2005 also included $17.0 million of
positive development relating to reductions in estimated ultimate losses incurred for accident years 2002, 2003 and
2004 (favorably impacting the loss ratio by 3.7 points). Comparatively, there was positive development of
$17.8 million on prior accident year ultimate losses during the year ended December 31, 2004 (favorably impacting
the loss ratio by 5.0 points). The adjusted loss ratio after catastrophes and prior period development was 59.4% for
2005 compared to 54.2% for 2004 — the increase reflects the shift in product mix in 2005 from property to casualty.
which generally carries a higher loss ratio than property.

Paid losses in our reinsurance segment increased from $55.2 million for the year ended December 31. 2004 o
$131.1 million for the year ended December 31. 2005, reflecting payment of catastrophe losses as well as the growth
and maturity of this segment.

The table below is a reconciliation of the beginning and ending reserves for losses and loss expenses for the
years ended December 31. 2005 and 2004. Losses incurred and paid are reflected net of reinsurance recoverables.
Year Ended
December 31,
2005 2004
($ in millions)

Net reserves for losses and loss expenses, Janvary 1 ... ... .. . ... .. ... $354.1  $1526
Incurred related to:
Current year non-catastrophe . . ... ... ... ... L 275.2 192.9
Current year property catastrophe . .. ... ... .. .. ... .. ... 231.6 81.6
Prior year non-catastrophe . . . . ... ... ... (17.0) (17.8)
Prior year property catastrophe .. ... ... . . 13.5 —
Total incurred .. ... $503.3 52567
Paid related to:
Current year non-catastrophe. . .. .. ... ... .. 2.1 0.4
Current year property catastrophe .. ... ... ... ... . ... ... ... ... .. 47.6 249
Prior year non-catastrophe. . . ... .. . L L L 40,3 299
Prior year property catastrophe . ....... ... . ... . ... .. ... .. ... ... 41.1 —-
Totabpaid . ... .. S131.1 8§ 552
Foreign exchange revaluation .. ... .. . ... ... . .. . — —
Net reserve for losses and loss expenses, December 31 ... .. ... ... ... ... .. 726.3 354.1
Losses and loss expenses recoverable .. ... ... . L. 72.6 0.5
Reserve for losses and loss expenses, December 31 ., ... .. ... ... .. ... $7989  $354.06

H-

Acquisition costs,  Acquisition costs increased (o $104.2 million for the year ended December 31, 2005 from
$80.9 million for the year ended December 31, 2004 primarily as a result of the increase in gross premiums written.
The acquisition cost ratio for 2005 was 22.5%. as compared to the acquisition ratio of 22.8% for 2004.

General and administrative expenses.  General and administrative expenses increased to $29.8 million for the
year ended December 31, 2005 from $21.1 million for the year ended December 31, 2004. The $8.7 million increase
in general and administrative expenses in 2005 reflecied the increase 1n underwriting staff and the growth of the
business. Fees paid to subsidiaries of AIG in return for the provision of administrative services were based on a
percentage of our gross premiums written. The fees charged to the reinsurance segment increased by $5.6 million
due to the increase in gross premiums written. Letter of credit costs also increased with the increase in volume of
business und property catastrophe loss reserves.
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Reserves for Losses and Loss Expenses

Reserves for losses and loss expenses as of December 31, 2006, 2005 and 2004 were comprised of the

following:
Property Casualty Reinsurance Total
December 31, December 31, December 3, December 31,
2006 2005 2004 2006 2005 2004 2006 2005 2003 2006 2005 2004
($ in millions)

Case reserves .. ........ $562.2 % 6028 $22458% 17508 7768 29.7 $198.0 $240.8 $ 677 § 9352 % 921.2 § 3219
IBNR. ............... 330.1 4560 3648 16988 14701 11,0635 6729 5581 2869 2701.8 24842 17152

Reserve for losses and loss
eXPENSES . . . ... .. ... 8923 1,058.8 5893 1.873.8 1,547.7 1.093.2 8709 7989 3546 36370 34054 2.037.1

Reinsurance recoverables . . . (468.4) (515.1) (185.1) (182.6) (128.6) (73.6) (38.1) (72.6) (0.5) (689.1) (716.3) (259.2)

Net reserve for losses and
loss expenses . ... L. L $4239 § 5437 $404.2 $1.691.2 $1.4719.1 $1.019.6 $832.8 $726.3 $354.1 $2.9479 $2.689.1 $1,777.9

We participate in certain lines of business where claims may not be reported for many years. Accordingly,
managemeni; does not believe that reported claims on these lines are necessarily a valid means for estimating
ultimate labilities. We use statistical and actuarial methods to estimate ultimate expected losses and loss expenses.
Loss reserves do not represent an exact calculation of liability. Rather, loss reserves are estimates of what we expect
the ulumate resolution and administration of claims will cost. These estimates are based on various factors
including underwriters® expectations about Toss experience, actuarial analysis, comparisons with the results of
industry benchmarks and loss experience to date. Loss reserve estimates are refined as experience develops and as
claims are reported and resolved. Establishing an appropriate level of loss reserves is an inherently uncertain
process. Ultimate losses and loss expenses may differ from our reserves, possibly by material amounts,

The following tables provide our ranges of loss and loss expense reserve estimates by business segment as of
December 31, 2006:

Reserve for Losses and Loss Expenses
Gross of Reinsurance Recoverable(1)

Carried Low High
Reserves Estimate Estimate
($ in millions)
Property . . e $ 8923 $ 6974 $1,055.0
Casually . L e 1,873.8 1,397.7 2,148.9
ReINSUIaNCe . . . . e e e 870.9 584.4 985.9

Reserve for Losses and Loss Expenses
Net of Reinsurance Recoverable(1)

Carried Low High
Reserves Estimate Estimate

{$ in millions)

PrOpeIY « . oo $ 4239 § 3144 § 4846
Casually .. . e 1,691.2 1,255.0 1,955.1
REINSUMNCE . . . . e e e e 832.8 566.7 963.2

(1) For statistical reasons, it is not appropriate to add together the ranges of each business segment in an effort to
determine the low and high range around the consolidated loss reserves.

Our range for each business segment was determined by utilizing multiple actuarial loss reserving methods
along with varying assumptions of reporting patterns and expected loss ratios by loss year. The various outcomes of
these techniques were combined to determine a reasonable range of required loss and loss expense reserves. For our
reinsurance segment, our range for the loss and loss expense reserves has widened during 2006 as the casualty
component of this segment’s loss and loss expense reserves has increased relative to the property component. This
change was primarily caused by two factors: (1) the payment of hurricane losses, which reduced the reserve related
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to property reinsurance; and (2) the growth of earned premium in the casualty reinsurance lines of business during
2006. Casualty lines of business have wider ranges because there is the potential for significant variation in the
development of loss reserves due to the long-tail nature of this business.

Our selection of the actual carried reserves has typically been above the midpoint of the range. We believe that
we should be conservative in our reserving practices due to the lengthy reporting patterns and relatively large limits
of net liability for any one risk of our direct excess casualty business and of our casualty reinsurance business. Thus,
due to this uncertainty regarding estimates for reserve for losses and loss expenses, we have historically carried our
consolidated reserve for losses and loss expenses, net of reinsurance recoverable, 4% to 11% above the midpoint of
the low and high estimates for the consolidated net loss and loss expenses. These long-tail lines of business include
our entire casualty segment, as well as the general casualty, professional liability, facultative casualty and the
international casualty components of our reinsurance segment. We believe that relying on the more conservative
actuarial indications for these lines of business is prudent for a relatively new company. For a discussion of loss and
loss expense reserve estimate, refer to “— Critical Accounting Policies — Reserve for Losses and Loss Expenses.”

Ceded Reinsorance

For purposes of managing risk, we reinsure a portion of our exposures, paying reinsurers a part of premiums
received on policies we write. Tota] premiums ceded pursuant to reinsurance contracts entered into by our company
with a variety of reinsurers were $352.4 million, $338.3 million and $335.3 million for the years ended
December 31, 2006, 2005 and 2004, respectively. Certain reinsurance contracts provide us with protection related
to specified catastrophes insured by our property segment. We also cede premiums on a proportional basis to limit
total exposures in the property. casualty and to a lesser extent reinsurance segments. The following table illustrates
our gross premiums written and ceded for the years ended December 31, 2006, 2005 and 2004:

Gross Premiums Written and
Premiums Ceded

Year Ended December 31,

2006 2005 2004
($ in millions)
GrOSS . o v et e $1.659.0  $1,560.3  $1.708.0
Ceded. . ... ... (352.4) (338.3) {335.3)
Nl $1,300.6 $1,222.0  $1,372.7
Ceded as percentage of gross . ................ ... ... .... 21.2% 21.7% 19.6%

The following table illustrates the effect of our reinsurance ceded strategies on our results of operations:

Year Ended December 31,
2006 2005 2004
($ in millions)

Premiums writtenn ceded . . ... ... .. ... 3524 3383 3353
Premiums earned ceded .. ... ... ... ... .. . ... ... 3324 3442 3127
Losses and loss expenses ceded . ... ... .. ... ... . L 2448 602.1  200.]
Acquisiion costs ceded ... ... L L 6l.6 060.9 59.1

For the year ended December 31, 2006, we had a net cash inflow relating to ceded reinsurance uctivities
(premiums paid less losses recovered and net ceding commissions received) of approximately $36 million,
compared 10 a net cash outflow of approximately $154 million and $221 million, respectively, for the years ended
December 31, 2005 and 2004. The net cash inflow in 2006 primarily resulted from the recovery of losses paid
related to the 2004 and 2005 windstorms.

Our reinsurance ceded sirategies have remained relatively consistent since 2003. We believe we have been
successful in obtaining reinsurance protection, and our purchase of reinsurance has allowed us to form strong
trading relationships with reinsurers. However, it is not certain that we will be able to obtain adequate protection at
cost effective levels in the future. We therefore may not be able to successfully mitigate risk through reinsurance
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arrangements. Further, we are subject to credit risk with respect to our reinsurers because the ceding of risk to
reinsurers dees not relieve us of our liability to the clients or companies we insure or reinsure. Our failure to
establish adequate reinsurance arrangements or the failure of existing reinsurance arrangements to protect us from
overly concentrated risk exposure could adversely affect our financial condition and results of operations.

The following is a summary of our ceded reinsurance program by segment:

* Qur property segment has purchased quota share reinsurance almost from inception. During this time, we
have ceded from 35% to 55% of up to $10 million of each applicable general property policy limit, and we
have ceded from 58.5% to 66% of up to $20 million of each applicable energy policy limit. We also purchase
reinsurance to provide protection for specified catastrophes insured by our property segment. The limits for
catastrophe protection have decreased from 2003 to 2006 as a result of reducing our exposures in
catastrophe-exposed areas. Our property per risk reinsurance treaties did not cover property premiums
written under the surplus lines program administrator agreements and a reinsurance agreement with
subsidiaries of AIG. Our property reinsurance treaties do cover property premiums written by our
U.S. underwriters since 2005. We have also purchased a limited amount of facultative reinsurance for
general property and energy policies.

» Qur casualty segment has purchased variable quota share reinsurance for general casualty business since
December 2002, Typically we ceded about 10% 1o 12% of policies with limits less than or equal to
$25 million (or its currency equivalent) and for policies greater than $25 million, about 85% to 95% of up to
$25 million of a variable quota share determined by the amount of the policy limit in excess of $25 million
divided by the policy limit, We have also purchased a limited amount of facultative reinsurance to lessen
volatility in our professional liability book of business and for U.S. general casualty business which is not
subject to the treaty.

= We have purchased a limited amount of retrocession coverage for our reinsurance segment.

The following table illustrates our reinsurance recoverable as of December 31, 2006 and 2005:

Reinsurance
Recoverable

As of December 31,

2006 2005
($ in millions)
Ceded Ca58 TESEIVES . . . ot ittt e e et e e e e e e $3039 %2564
Ceded IBNR 188EIVES © o o v ottt e e e e e e e e e e e e e 385.2 459.9
Reinsurance recoverable . ... . . . e e $689.1 $716.3

We remain obligated for amounts ceded in the event our reinsurers do not meet their obligations, Accordingly,
we have evaluated the reinsurers that are providing reinsurance protection to us and will continue to monitor their
credit ratings and financial stability. We generally have the right to terminate our treaty reinsurance contracts at any
time, upon prior written notice to the reinsurer, under specified circumstances, including the assignment to the
reinsurer by A.M. Best of a financial strength rating of less than “A-" Approximately 95% of ceded case reserves as
of December 31. 2006 were recoverable from reinsurers who had an A.M. Best rating of “"A—" or higher.

Liquidity and Capital Resources

General

As of December 31, 2006. our shareholders’ equity was $2.2 billion, a 56.3% increase compared to $1.4 billion
as of December 31, 2005. The increase was a result of net income for the year ended December 31, 2006 of
$442 8 million. net proceeds from our IPO of approximately $316 million. including net proceeds from the exercise
in full by tke underwriters of their over-allotment option. and an unrealized net increase of $32.0 million in the
market valuz of our investments, net of deferred taxes, recorded in equity. The increase in the net unrealized gain on
our investmznts was primarily the result of other than temporary write-downs due solely to changes in interest rates
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which decreased the gross unrealized loss on our portfolio. This write-down of $23.9 million is included in net
realized investment losses in the statement of operations.

Allied World Assurance Company Holdings. Lid (“Holdings™} is a holding company and transacts no business
of its own. Cash tlows to Holdings may comprise dividends. advances and loans from its subsidiary companies,

Restrictions and Specific Requirements

The jurisdictions in which our insurance subsidiaries are licensed to write business impose regulations
requiring companics to maintain or meet various defined statutory ratios, including solvency and liquidity
requirements. Some jurisdictions also place restrictions on the declaration and payment of dividends and other
distributions. The payment of dividends from Holdings’ Bermuda domiciled insurance subsidiary is. under certain
circumstances. limited under Bermuda law. which requires this Bermuda subsidiary of Holdings to maintain certain
measures of solvency and liquidity. Holdings™ U.S. domiciled insurance subsidiaries are subject to significant
regulatory restrictions limiting their ability to declare and pay dividends. In particular, payments of dividends by
Allied World Assurance Company (U.S.) Inc. and Newmarket Underwriters Insurance Company are subject to
restrictions on statutory surplus pursuant to Delaware law and New Hampshire law. respectively. Both states require
prior regulatory approval of any payment of extraordinary dividends. The inubility of the subsidiaries of Holdings to
pay dividends and other permitted distributions could have a material adverse effect on its cash requirements and
ability to make principal. interest and dividend payments on its senior notes and common shares. As of Decem-
ber 31. 2006. 2005 and 2004, the total combined minimum capital and surplus required to be held by our
subsidiaries and thereby restricting the distribution of dividends was approximately,$1.869.3 million. $1.385.2 mil-
lion and 1.503.7 million. respectively. and. at these same dates. our subsidiaries held a to1al combined capital and
surplus of approximately $2,505.8 million, $1.850.0 million and $2,038.1 million, respectively.

Holdings' insurance subsidiary in Bermuda, Allied World Assurance Company. Ltd, is neither licensed nor
admitted as an insurer. nor is it accredited as a reinsurer. in any jurisdiction in the United States. As a result. it is
required to post collateral security with respect to any reinsurance liabilities it assumes from ceding insurers
domiciled in the United States in order for U.S. ceding companies to obtain credit on their U.S. statutory financial
statements with respect to insurance liabilities ceded to them. Under applicable statutory provisions. the security
arrangements may be in the form of letters of credit, reinsurance trusts maintained by trustees or funds-withheld
arrangements where assets arc held by the ceding company.

At this time. Allied World Assurance Company. Ltd uses trust accounts primarily 1o meet security require-
ments for inter-company and certain related-party reinsurance transactions. We also have cash and cash equivalents
and investments on deposit with various state or government insurance departments or pledged in favor of ceding
companies in order to comply with relevant insurance regulations, As of December 31. 2006. total trust account
deposits were $697.1 million compared to $683.7 million as of December 31, 2005. [n addition. Allied World
Assurance Company, Lid currently has access to up to $1 billion in letters of credit under secured letter of credit
facilities with Citibank Europe ple. and Barclays Bank, PLC. These fucilities are used 1o provide security to
reinsureds and are collateralized by us. at least to the extent of letters of credit outstanding at uny given time. As of
December 31. 2006 and 2005. there were outstanding letters of credit totaling $832.3 million and $740.7 million.
respectively. under the two tacilities. Collateral committed to support the letter of credit facilities was $993.9 million
as of December 31, 2006, compared to $852.1 million as of December 31, 2005.

Security arrangements with ceding insurers may subject our assets to security interests or require that a portion
of our assets be pledged to, or otherwise held by, third parties. Both of our letter of credit facilities are fully
collateralized by assets held in custodial accounts at Mellon Bank held for the benefit of Barclays Bank. PLC and
Citibank Europe ple, Although the investment income derived from our assets while held in trust accrues to our
benefit. the investment of these assets is governed by the terms of the letter of credit facilities or the investment
regulations of the state or territory of domicile of the ceding insurer. which may be more restrictive than the
investment regulations applicable to us under Bermuda law. The restrictions may result in lower investment yields
on these assets, which may adversely atfect our profitability.

In January 2003, we initiated a securities lending program whereby the securities we own that are included in
fixed maturity investments available for sale are loaned to third parties, primarily brokerage firms, for a short period
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of time throuzh a lending agent. We maintain control over the securities we lend and can recall them at any time for
any reason. We receive amounts equal to all interest and dividends associated with the loaned securities and receive
a fee from the: borrower for the temporary use of the securities. Collateral in the form of cash is required initially ata
minimum ratz of 102% of the market value of the loaned securities and may not decrease betow 100% of the market
value of the loaned securities before additional collateral is required. We had $298.3 million and $449.0 in securities
on loan us cf December 31, 2006 and 2005, respectively, with collateral held against such loaned securities
amounting t0 $304.7 million and $456.8 million, respectively.

For our investment in the Portfolio VI Fund., there is no specitic notice period required for liquidity, however,
such Tiquidity is dependent upon any lock-up periods of the underlying funds’ investments. This hedge fund is a
fund of hedgz funds with an investment objective that seeks attractive long-term, risk-adjusted absolute returns in
U.S. dollars “with volatility lower than, and mintmal correlation to, the broad equity markets. As of December 31,
2006 and 2005, none and 4.3% of the fund’s assets with a fair value of $69.0 million and $54.6 million, respectively,
were invested in underlying funds with a lock-up period of greater than one year.

We believe that restrictions on liquidity resulting from restrictions on the payments of dividends by our
subsidiary cenpanies or from assets committed in trust accounts or to collateralize the letter of credit facilities or by
our securities lending program will not have a material impact on our ability to carry out cur normal business
activities, including interest and dividend payments on our senior notes and common shares.

Sources and Uses of Funds

Our sources of funds primarily consist of premium receipts net of commissions, investment income, net
proceeds from the issuance of common shares and sentor notes, proceeds from the term loan and proceeds from
sales and redemption of investments. Cash is used primarily to pay losses and loss expenses, purchase reinsurance,
pay general and administrative expenses and taxes, pay dividends, with the remainder made available to our
investment manager for investment in accordance with our investment policy.

Cash flows from operations for the year ended December 31, 2006 were $791.6 million compared to
$732.8 million for the year ended December 31, 2005. Although net less payments made in the year ended
December 31, 2006 increased to approximately $482.7 million from $430.1 million for the year ended December 31,
20035, the resulting reduction in cash flows from operations was largely offset by increased investment income
received. Cash flows from operations for the year ended December 31, 2005 were $338.5 million less than the
$1.071.2 miltion for the year ended December 31, 2004, mainly as a result of an increases in losses paid for
catastrophe claims, There was also a decline in net premium volume for 2005 compared to 2004.

Investir.g cash flows consist primarily of proceeds on the sale of investments and payments for investments
acquired. We used $900.0 million in net cash for investing activities during the year ended December 31, 2006
compared tc $749.8 million during the year ended December 31, 2005. Net cash used in investing activities
increased tn 2006 primarily as a result of the investment of $215.0 million of the net proceeds from our IPO and
senior notes issuance. The remainder of the net proceeds, after repayment of our long term debt, was invested in
short-term securities, which are included in cash and cash equivalents. We also spent approximately $25.5 miltion
on informatian technology development and furniture and fixtures for our new corporate headquarters in Bermuda.
We used approximately $197.1 million less in net cash for investing activities in the year ended December 31, 2005
compared to the year ended December 31, 2004. This decrease reflected the lower level of cash from operations
available for investment.

Financing cash flows during the year ended December 31, 2005 consisted of proceeds from borrowing
$500.0 million through a term loan. The proceeds were used to pay a one-time, special cash dividend of
$499.8 million. During the year ended December 31, 2006, we completed our IPQ, including the exercise in
full by the underwriters of their over-allotment option, and a senior notes offering, which resulted in gross proceeds
received of $344.1 million and $498.5 million, respectively. To date, we have paid issuance costs of approximately
$31.5 millioa in association with these offerings. We utilized $500.0 million of the net funds received to repay our
term loan. On December 21, 2006, we paid a quarterly dividend of $0.15 per common share, or approximately
$9.0 million.




Over the next two years, we expect to pay approximately $195 million in claims related to Hurricanes Katrina,
Rita and Wilma and approximately $25 million in claims relating to the 2004 hurricanes and typhoons, net of
reinsurance recoverable. We anticipate that, through the end of 2007, additional expenditures of approximately
$5 millton will be required for information technology infrastructure and systems enhancements. In addition, we
expect approximately $5 miltion will be required for leasehold improvements and furniture and fixtures for our
newly rented premises in Bermuda, which are expected to be paid within the next yvear. We expect our operating
cash flows, together with our existing capital base, to be sufficient to meet these requirements and to operate our
business. Our funds are primarily invested in liquid high-grade fixed income securities. As of December 31, 2006,
including a high-yield bond fund, 99% of our fixed income portfolio consisted of investment grade securities
compared to 98% as of December 31, 2005. As of December 31, 20006, net accumulated unrealized gains, net of
income taxes, were $6.5 million compared to net accumulated unrealized losses, net of income taxes, of
$25.5 million as of December 31, 2005. This change reflected both movements in interest rates and the recognition
of approximately $23.9 million of realized losses on securities that were considered to be impaired on an other than
temporary basis because of the change in interest rates. The maturity distribution of our fixed income portfolio (on a
market value basis) as of December 31, 2006 and December 31, 2005 was as follows:

December 31, December 31,

2006 2005
(% in millions)
Dueinoneyearorless ......... .. ... ... . . . . i § 146.6 $ 3815
Due after one year through five years . ... ......... .. ... ... .. 2,461.6 2,716.0
Due after five years through ten years. . . ... ... ... .. ... ..... .. 3353 228.6
Dueafterten years. . ... ... .. .. . .. ... 172.0 21
Mortgage-backed . . .. ... L 18239 846.1
Asset-backed . ... ... .. L 238.4 216.2
Total $5,177.8 $4.390.5

We do not believe that inflation has had a material effect on our consolidated results of operations. The
potential exists, after a catastrophe loss, for the development of inflationary pressures in a local economy. The
effects of inflation are considered implicitly in pricing. Loss reserves are established to recognize likely loss
settlements at the date payment is made. Those reserves inherently recognize the effects of inflation. The actual
effects of inflation on our results cannot be accurately known, however, uatil claims are ultimately resolved.

Financial Strength Ratings

Financial strength ratings and senior unsecured debt ratings represent the opinions of rating agencies on our
capagity to meet our obligations. Some of our reinsurance treaties contain special funding and termination clauses
that are triggered in the event that we or one of our subsidiaries is downgraded by one of the major rating agencies to
levels specified in the treaties, or our capital is significantly reduced. If such an event were to happen. we would be
requircd, in certain instances, to post collateral in the form of letters of credit and/or trust accounts against existing
outstanding losses, if any. related to the treaty. In a limited number of instances, the subject treaties could be
cancelled retroactively or commuted by the cedant and might affect our ability to write business.

The following were our financial strength ratings as of February 28, 2007:

AM. Best . Alfslable
Moody's .. A2fstable®
Standard & Poor’s . . . . .. A-fstable

* Moody's financial strength ratings are for the company’s Bermuda and U.S. insurance subsidiaries,

The following were our senior unsecured debt ratings as of February 28, 2007:

AM. Best. e e bbb/stable
MOOdy s . L e Bual/stable
Standurd & Poor's. .. L e e BBB/stable
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Long-Term Debt

On Match 30. 2005, we borrowed $500.0 million under a credit agreement, dated as of that date, by and among
the compuany, Bank of America, N. A.. as administrative agent, Wachovia Bank, National Association, as
syndication agent, and a syndicate of other banks. The loan carried a floating rate of interest, which was based
on the Federal Funds Rate, prime rate or LIBOR plus an applicable margin, and had a final maturity on March 30,
2012, On April 21, 2005, we entered into certain interest rate swaps in order to fix the interest cost of the floating
rate borrowing. These swaps were terminated with an effective date of June 30, 2006, resulting in cash proceeds of
approximately $5.9 million. As of July 26, 2006, this debt was fully repaid using a portion of the net proceeds from
both our IPQ), including the exercise in full by the underwriters of their over-allotment option, and our senior notes
otfering.

On July 21, 2006, we issued $500.0 aggregate principal amount of 7.50% senior notes due August 1, 2016.
with interest payable August | and February | each year, commencing February 1, 2007, We can redeem the senior
notes prior to maturity, subject to payment of a “make-whole” premium: however, we currently have no intention of
redeceming tae notes. The senior notes incorporate certain covenants that include:

= limitaions on liens on stock of designated subsidiaries;

= limitations as to the disposition of stock of designated subsidiaries; and

» limitations on mergers, amalgamations, consolidations or sale of assets.
Aggregate Contractual Obligations

The following table shows our aggrepate contractual obligations by time period remaining to due date as of
December 31. 2006:

Payment Due by Period

Less Than More Than
Total 1 Year 1-3 Years 3.5 Years 5 Years

($ in millions)

Contractoal Obligations

Senior notes (including interest). . ... .. $ 8755 % 380 $ 750 $ 75.0 $ 6875
Operating lease obligations .. ........ 98.4 8.0 15.3 14.7 60.4
Gross reserve for losses and loss

CXPENSES . ..o vt i e e e 3.637.0 1.189.3 943.6 352.0 1.152.1
Towal. ... ... . $4.6109  $1,2353  $1.0339 $441.7 $1.900.0

The amounts included for reserve for losses and loss expenses reflect the estimated timing of expected loss
payments 0a known claims and anticipated future claims as of December 31. 2006 and do not take reinsurance
recoverables into account. Both the amount and timing of cash tflows are uncertain and do not have contractual
payout terms. For a discussion of these uncertainties, refer to “— Critical Accounting Policies — Reserve for
Losses and Loss Expenses.”” Due to the inherent uncertainty in the process of estimating the timing of these
payments, taere is a risk that the amounts paid in any peniod will differ significantly from those disclosed. Total
estimated obligations will be funded by existing cash and investments,

Off-Balance Sheet Arrangements

Ay of December 31. 2006. we did not have any off-balance sheet arrangements.




ltem 7A.  Quantitative and Qualitative Disclosures About Market Risk.

We believe that we are principally exposed to three types of market risk: interest rate risk. credit risk and
currency risk.

The tixed income securitics in our investment portfolio are subject to interest rate risk. Any change in interest
rates has a direct effect on the market values of fixed income securities. As interest rates rise. the market values fall,
and vice versa. We estimate that an immediate adverse parallel shift in the U.S. Treasury yield curve of 200 basis
points would cause an aggregate decrease in the market value of our investment portfolio (excluding cash and cash
equivalents) of approximately $310.0 million, or 5.7%, on our portfolio valued at approximately $5.4 billion as of
December 31, 2000, as set forth in the following table:

Interest Rate Shift in Basis Points

—200 — 100 —50 -0 +50 +100 +200
(% in millions)
Total market value , .. ............ $5.754.5 $5.597.4 $5518.6 $5.440.3 $5.362.6 $5.285.3 $5.130.3
Market value change from base . . . .. 3142 157.1 78.3 0 (77.7)  (1535.0) (310.0)
Change in uarcalized appreciation . . . 314.2 157.1 78.3 0 (77.7)  (155.0)  (310.0)

As a holder of fixed income securities. we also have exposure to credit risk. [n an effort (o minimize this risk,
our investment guidelines have been defined to ensure that the assets held are well diversified and are primarily
high-quality securities. As of December 31, 2006. approximately 99% of our fixed income investments (which
includes individually held securities and securities held in a high-yield bond fund) consisted of investment grade
securities. We were not exposed o any significant concentrations of credit risk,

As of December 31. 2006, we held $1.823.9 million. or 30.6%. of our aggregate invested assets in morigage-
backed securities. These assels are exposed to prepayment risk. which occurs when holders of individual mortgages
increase the frequency with which they prepay the outstanding principal before the maturity date to refinance at a
lower interest rate cost. Given the proportion that these securities comprise of the overall portfolio. and the current
interest rate environment, prepayment risk is not considered significant at this time.

As of December 31, 2006. we have invested $200 million in four hedge funds. the market value of which was
$229.5 million. Investments in hedge funds involve certain risks refated to. among other things, the illiquid nature of
the fund shares, the limited operating history of the fund, as well as risks associated with the strategies employed by
the managers of the funds. The funds’ objectives are generally to seek attractive long-lerm returns with lower
volatility by investing in a range of diversified investment strategies. As our reserves and capital continue to build.
we may consider additional investments in these or other alternative investments.

The U.S. doliar is our reporting currency and the functional currency of all of our operating subsidiaries. We
enter into insurance and reinsurance contracts where the premiums receivable and losses payable are denominated
in currencies other than the U.S. dollar. In addition, we maintain a portion of our investiments and liabifities in
currencies other than the U.S. dollar, primarily Euro, British Sterling and the Canadian dollar. Assets in
non-U.5. currencies are generally converted into U.S. dollars at the time of receipt. When we incur a liability
in a non-U.S. currency, we carry such liability on our books in the original currency. These liabilities are converted
from the non-U.S. currency to U.S. doflars at the time of puyment, As a result. we have an exposure to foreign
currency risk resulting from fluciuations in exchange rates,

As of December 31, 2006, 1.6% of our aggregate invested assets were denominated in currencies other than the
U.S. dollar compared to 1.7% as of December 31, 2005, For both the years ended December 31, 2006 and 2005,
approximately 13% of our business written was denominated in currencies other than the U.S. dollar. With the
increasing exposure from our expansion in Europe. we developed a hedging strategy during 2004 in order 1o
minimize the potential loss of value caused by currency fluctuations. Thus. a hedging program was implemented in
the sccond quarter of 2004 using foreign currency forward contract derivatives that expire in 90 days.
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Our foreign exchange (losses) gains for the years ended December 31, 2006, 2005 and 2004 are set forth in the
chart below.
Year Ended December 31,
2006 2005 2004
($ in millions)

Realized exchange gains (LOSSes). . . .ottt i $14 $02) %16
Unrealized exchange (losses) ... ... ... . i i (2.0) 2.0 (1.3)
Foreign exchange (losses) gains ... ... ... ... .. . $06) %2.2) 503

Item 8. Financial Statements and Supplementary Data.

See our consolidated financial statements and notes thereto and required financial statement schedules
commencing on pages F-1 through F-40 and S-1 through S-7 below.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

None.

Item 9A. Controls and Procedures.

In connection with the preparation of this report, our management has performed an evaluation, with the
participatior. of our Chief Executive Officer and Chief Financial Officer, of the effectiveness of our disclosure
controls and procedures (as defined in Rule 13a-15(e) under the Exchange Act) as of December 31, 2006.
Disclosure controls and procedures are designed to ensure that information required to be disclosed in reports filed
or submitted under the Exchange Act is recorded, processed, summarized and reported within the time periods
specified by SEC rules and forms and that such information is accumulated and commanicated to management,
including our Chief Executive Officer and Chief Financial Officer, to allow for timely decisions regarding required
disclosures. Based on their evaluation, our Chief Executive Officer and Chief Financial Officer concluded that, as of
December 21, 2006. our company’s disclosure controls and procedures were effective. We are a non-accelerated
filer and will not be subject to the internal control reporting and disclosure requirements of Section 404 of the
Sarbanes-Orcley Act of 2002 until our Annual Report on Form 10-K for the fiscal year 2007. As such. we are not
required to disclose any material changes in our company’s internal control over financial reporting until we are
subject to these requirements, in accordance with the guidance from the Division of Corporation Finance and Office
of the Chief Accountant of the SEC contained in Question 9 of the release captioned Frequently Asked Questions
(revised Ociober 6, 2004).

ltem 9B, Qther Information.

None.

PART II1

Item 10. Directors, Executive Officers and Corporate Governance.

The information required by this item is incorporated by reference from a definitive proxy statement that will
be tiled with the SEC not later than 120 days after the close of the fiscal year ended December 31, 2006 pursuant to
Regulation 14A.

We have adopted a Code of Ethics for the Chief Executive Officer and Senior Financial Officers that applies
specifically to such persons. The Code of Ethics for the Chief Executive Officer and Senior Financial Officers is
available free of charge on our website at www.awac.com and is available in print to any shareholder who requests
it. We intend to disclose any amendments to this code by posting such information on our website, as well as
disclosing zny waivers of this code applicable to our principal executive officer, principal financial officer, principal
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accounting officer or controller and other executive officers who perform similar functions through such meuns or
by filing a Form 8-K,
ltem 11. Executive Compensation.

The information required by this item is incorporated by reference from a definitive proxy statement that will
be filed with the SEC not later than 120 days after the close of the fiscal year ended December 31, 2006 pursuant to
Regulation 14A.

Item 12.  Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

The information required by this item is incorporated by reference from a definitive proxy statement that will
be filed with the SEC not later than 120 days after the close of the fiscal year ended December 31, 2006 pursuant to
Regulation 14A,

Item 13.  Certain Relationships and Related Transactions, and Director Independence.

The information required by this item is incorporated by reference from a definitive proxy statement that will
be filed with the SEC not later than 120 days after the close of the fiscal year ended December 31, 2006 pursuant to
Regulation 14A,

Item 14.  Principal Accountant Fees and Services.

The information required by this item is incorporated by reference from a definitive proxy statement that will
be filed with the SEC not later than 120 days after the close of the fiscal year ended December 31, 2006 pursvant to
Regulation 14A,

PART IV

Mem 15, Exhibits, Financial Statement Schedules.

Financial statement schedules listed in the accompanying index o our consolidated financial statements
starting on page F-1 are filed as part of this Form 10-K. and are included in Item 8.

The exhibits listed in the accompanying exhibit index starting on page E-1 are filed as part of this Form 10-K.
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Bermuda on March 19, 2007.

Signature

/s SCOTT A, CARMILANI

Scott A. Carmilani

/s/  JOAN H. DILLARD

Joan H, Dillard

fs/ MICHAEL 1L.D. MORRISON

Michael 1.D. Morrison

/s BART FRIEDMAN

Buart Friedman

/s/  PHILIP D. DEFEO

Philip D. DeFeo

/s JAMES F. DUFFY

James F. Duffy

/s/  SCOTT HUNTER

Scott Hunter

fst  MARK R. PATTERSON

Mark R. Patterson

/s/ SAMUEL J. WEINHOFF

Samuel J. Weinhoff

SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly autherized, in Pembroke,

ALLIED WORLD ASSURANCE COMPANY

HOLDINGS, LTD

By:/s/ SCOTT A. CARMILANI

Name: Scott A. Carmilani

Title:  President, Chief Executive Officer and

Director

Title

President, Chief Executive
Officer and Dircctor
{ Principal Executive Officer)

Senior Vice President and
Chief Financial Officer
(Principal Financial and Accounting

Officer)

Chairman of the Board

Deputy Chairman of the Board

Director

Director

Director

Director

Director
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10.37(1)
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10.40¢ 1)t
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104201t
1043017
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10.47(1)

10.48(1)

10.49(1)+

10.50(5)7
10.51(6)t
10.52(3)
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10.54(8)t
10.55(8)1

10.56(10)

21.1

Description
Agreement, dated as of December 31, 2005, amending the original credit agreement as amended,
between Allied World Assurance Company. Ltd and Barclays Bank Ple

Account Control Agreement, dated as of December 31, 2003, among Allied World Assurance
Company. Ltd. Barclays Bank Plc and Mellon Bank, N.A.

Credit Agreement. dated as of March 30. 2005. among Allied World Assurance Company Holdings,
Ltd. Bank of America. N. A as administrative agent, Wachovia Bank, National Association. as
syndication agent and the other banks named party thereto

Allied World Assurance Company Holdings. Lid Amended and Restated 2004 Stock Incentive Plan

Form of RSU Award Agreement under the Allied World Assurance Company Holdings, Ltd Amended
and Restated 2004 Stock Incentive Plan

Allied World Assurance Company Holdings. Ltd Amended and Restated 2001 Employee Stock Option
Plan

Form of Option Grant Notice and Option Agreement under the Allied World Assurance Company
Holdings. Ltd Amended and Restated 2001 Employee Stock Option Plan

Allied World Assurance Company Holdings, Ltd Long-Term [ncentive Plan

Form of Participation Agreement under the Allied World Assurance Company Holdings, Ltd Long-
Term Incentive Plan

Allied World Assurance Company. Lid Supplemental Executive Retirement Plan
Newmarket Underwriters Insurance Company Supplemental Executive Retirement Plan

Reinsurance Custody Agreement, dated September 30, 2002, among Commerce & Industry Insurance
Company of Canadu, Allied World Assurance Company (U.S.) Inc. and Royal Trust Corporation of
Canada (including a Consent to Assignment, dated December 21, 2005. whereby Royal Trust
Corporation of Canada assigned its rights and obligations to RBC Drexia Investor Services Trus()

Agreement. dated September 30, 2002, among Allied World Assurance Company (U.S.) Inc.,
American Home Assurance Company. Royal Trust Corporation of Canada and the Superintendent
of Fingncial Institutions Canada (including a Consent 1o Assignment. dated December 21. 2005,
whereby Royal Trust Corporation of Canada assigned its rights and obligations o RBC Drexia
Investors Services Trust)

Agreement, dated December 16, 2002, among Allied World Assurance Company, Ltd, American
Home Assurance Company, Royal Trust Corporation of Canadu and the Superintendent of Financial
Institutions of Canada (including a Consent of Assignment. dated April 27. 2006, whereby Roval Trust
Corporation of Canada assigned its rights and obligations 1o RBC Drexia Investor Services Trust)

Letter Agreement, dated October 1. 2004, between Allied World Assurance Company Holdings. Lid
and Michael Morrison

Form of Indemnification Agreement
Form of Employment Agreement

Addendum to Schedule B. effective as of September 25, 2006. to the Master Services Agreement by
and between Allied World Assurance Company. Led and AKG Technologies. Inc.

Lease, dated November 29, 2006, by and between American International Company Limited and
Allied World Assurance Company, Lid

Allied World Assurance Company (U.S.) Inc. Supplemental Executive Retirement Plan

Separation and Release Agreement, dated as of December 31, 2006, between Allied World Assurance
Company Holdings, Ltd and Jordan M. Gantz

Letter Agreement. dated as of February 28, 2007. by and between Allied World Assurance Company.
Ltd and AIG Technologics. Inc.. terminating the Master Services Agreement by and between the
parties effective as of December 18, 2006

Subsidiaries of the Registram
Consent of Deloitte & Touche, an independent registered public accounting firm
Certification by Chiel Executive OQfficer. as required by Section 302 of the Sarbunes-Oxley Act of 2002
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Exhibit

(N

(3)

4)

(5)

(6)

(7)

(8)

9)

(10)

Number Description

31.2 Certification by Chief Financial Officer. as required by Section 302 of the Sarbanes-Oxley Act of 2002
32.1% Certification by Chief Executive Officer, as required by Section 906 of the Sarbanes-Oxley Act of 2002
32.2% Certification by Chicf Financial Officer, as required by Section 906 of the Sarbanes-Oxley Act of 2002

Incorporated hercin by reference to the Registration Statement on Form $-1 (Registration No. 333-132507) of
Allied World Assurance Company Holdings, Ltd filed with the SEC on March 17, 2006, as amended, and
declared effective by the SEC on July 11, 2006.

Incorporated herein by reference to the Current Report on Form 8-K of Allied World Assurance Company
Holdirngs. Ltd filed with the SEC on August t. 2006.

Incorporated herein by reference to the Quarterly Report on Form 10-Q of Allied World Assurance Company
Holdirgs, Ltd filed with the SEC on November 14, 2006.

[ncorporated herein by reference to the Current Report on Form 8-K of Allied World Assurance Company
Holdings, Ltd filed with the SEC on December 7. 2006.

[ncorporated herein by reference to the Current Report on Form 8-K of Allied World Assurance Company
Holdings, Ltd filed with the SEC on August 7. 2006.

[ncorporated herein by reference to the Current Report on Form 8-K of Allied World Assurance Company
Holdings. Lid filed with the SEC on November 6, 2006.

[ncorporated herein by reference to the Current Report on Form 8-K of Allied World Assurance Company
Holdings, Ltd filed with the SEC on December [, 2006.

Incorporated herein by reference to the Current Report on Form 8-K of Allied World Assurance Company
Holdings. Lid filed with the SEC on January 5, 2007.

[ncorporated herein by reference to the Current Report on Form 8-K of Allied World Assurance Company
Holdings, Lid filed with the SEC on February 21, 2007.

Incorporated herein by reference to the Current Report on Form §-K of Allied World Assurance Company
Holdings, Ltd filed with the SEC on March 2, 2007.

Management contract or compensatory plan. contract or arrangement,

These certifications are being furnished solely pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
{subsections (a} and (b) of Section 1350, chapter 63 of title 18 United States Code) and are not being filed as
part of this report.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of
Allied World Assurance Company Holdings, Ltd

We have audited the accompanying consolidated balance sheets of Allied World Assurance Company Holdings, Ltd
and subsidiaries (the “Company”) as of December 31, 2006 and 2005, and the related consolidated statements of
operations and comprehensive income, shareholders' equity, and cash flows for each of the three years in the period
ended De-ember 31, 2006. Our audits also included the financial statement schedules listed in the Index at ltem 15.
These finincial statements and financial statement schedules are the responsibility of the Company’s management.
Our responsibility is to express an opinion on the financial statements and financial statement schedules based on
our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether tae financial statements are free of matertal misstatement. The Company is not required to have, nor were
we engagad to perform, an audit of its internal control over financial reporting. Our audits included consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal
control over financial reporting. Accordingly, we express no such opinion. An audit also includes examining. on a
test basis. evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles. used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position
of Allied World Assurance Company Holdings, Ltd and subsidiaries as of December 31, 2006 and 2005, and the
results of their operations and their cash flows for each of the three years in the period ended December 31, 2006, in
conforrnity with accounting principles generally accepted in the United States of America. Also, in our opinion,
such financial statement schedules, when considered in relation to the basic consolidated financial statements taken
as a whole, present fairly in all material respects the information set forth therein.

/s/  Delciue & Touche

Hamilton, Bermuda
March 9, 2007




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

CONSOLIDATED BALANCE SHEETS
as of December 31, 2006 and 2005

(Expressed in thousands of United States dollars, except share and per share amounts)

As of As of
December 31, December 31,
2006 2005
ASSETS:
Fixed maturity investments available for sale, at fair value (amortized cost: 2006:

$5,188.379, 2005: $4.442,040). ... . $£5.177.812 $4.390,457
Other invested assets available for sale, at fair value (cost: 2006: $245.657; 2005:

S2T0, L3Ry . 262,557 296,990
Total Investments . .. .. .. ... . 5,440,369 4,687,447
Cash and cash equivalents. ... ... .. .. ... . .. . 366.817 172.379
Restricted cash .. ... ... . . 138,223 41,788
Securities lending collateral . ..... . ... .. ... . 304,742 456,792
Insurance balances receivable ... ... . L 304.261 218,044
Prepaid reinsurance. . .. ... ... ... L 159.719 140,599
Reinsurance recoverable . ... ... ... L 689,105 716,333
Accrued investment inCOME . ... ... ... . 51,112 48,983
Deferred acquisition costs . . . ... ... .. 100,326 94,557
Intangible assets . .. ... .o o 3,920 3,920
Balances receivable on sale of investments . ... ......... . ... ... ... ..... 16,545 3.633
Net deferred tax a@ssets ... ... ... . 5,004 3,802
Other assets .. ... ... 40,347 22,215
Total @ssets. . . . ... ... $7.620,580 $6.610,492
LIABILITIES:

Reserve for losses and 1088 €XPEOSES . . . . o oottt e $3.636,997 $3,405,353
Unearned premiums . .. ... ... . L 813,797 740,091
Unearned ceding commissions . .. ... ... ... ... ... 23914 27.465
Reinsurance balances payable ... ... ... ... .. L 82,212 28,567
Securities lending payable. ... ... .. L 304,742 456,792
Senior MOES . . L.ttt 498,577 —
Long-termdebt. . ... ... L — 500,000
Accounts payable and accrued liabilities .. .. ... .. ... ... . L. 40,257 31,958
Total liabilides . . ... ... $5400496  $5,190,226
SHAREHOLDERS® EQUITY:

Common shares, par value $0.03 per share, issued and outstanding 2006:

60,287,696 shares and 2005: 50,162,842 shares . .. ... ... 1,809 1,505
Additional paid-in capital ... ... L 1,822,607 1.488.860
Retained earnings (accumulated deficith. . .. ... ... .. o v e 389,204 {44,591)
Accumulated other comprehensive income (loss):

net unrealized gains (Iosses) on invesiments. netof tax. ... ... ... ....... 6,464 (25,508)
Total shareholders” equity . . ... ... . 2,220,084 1,420,266
Total liabilitics and shareholders” equity . ... ... ... .. .. ... ... .. ... . .... $7.620,580 $6.610,492

See accompanying notes lo the consolidated financial statements.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME
for the years ended December 31, 2006, 2005 and 2004

{Expressed in thousands of United States dollars. except share and per share amounts)

2006 2005 2004
REVENUES:
Gross pemiums WIIEN . ... ..., e $ 1.659.025 3 1.560.326 § 1.707.992
Premiurns ceded ... ... . L (352.429) (338,375 (335.332)
Net premiums whtten ... .. i 1.306,596 1.221.951 1.372.660
Change in unearned premiums . ., .. .. ................. (54.586) 49 560 {47.203)
Net premiums carmed. . .. ... ... ... ... L., 1.252.010 1271511 1,325,457
Net investment inCOME ... ... e 244 360 178.560 128,985
Net realized investment (losses) gains . ... .............. (28.678) (10.223) 10,791
1.467.692 1.439 848 1.465,233
EXPENSES:
Nel losses and loss expenses ... ... . o .. 739,133 1.344,600 1.013.354
ACQUISITION COSES . ... L 141,488 143.427 170.874
Genceral and administrative expenses .. ................. 106.075 94270 86.338
Interestexpense. ... .. L e 32.566 15.615 —
Foreign exchange loss (gain) ... ... ... ... .. .. .. ... .. (] 2.156 (326)
1.019.863 1,600,068 1.270.240
Income (loss) before income taxes. .. ... ... ... ... . ... .... 447 829 (160,220} 194 993
Income tax expense (reCOVery) .. .............ovnnn.... 4,991 (444) (2,180)
NET INCOME (LOSS). . ... .. e 442 838 {159.776) 197.173
Other comprehensive income (loss)
Unrealized gains (losses) on investments arising during the
year net of applicable deferred income tax (expense)
recovary 2006: ($342); 2005: $838: 2004: 879 . . ... ... .. 3,294 (68.902) (26.965)
Reclassification adjustment for net realized losses (gains)
included innetincome. .. ... ... ... 28.678 10.223 (10,791)
Other comprehensive income (loss) net of tax ... ........... 31972 (58.679) (37.756)
COMPREHENSIVE INCOME(LOSS) . .................. $ 474810 § (218455 $ 159417
PER SHARE DATA
Basic earnings (loss) pershare. . .. .. ... ... ... .. ... ...... ) 809 S (3.19) 5 393
Diluted caenings (loss) pershare . ... ... ... .. ... .. 3 775 S (3.19y 5§ 383
Weighted average common shares outstanding . ... ... .. ... .. 54,746,613 50.162.842 50.162.842
Weighted average common shares and common share
equivalents outstanding . .. ... .. Lo L., 57.115.172 50.162.842 51,425,389

See accompanying notes to the consolidated financial statements.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

for the years ended December 31, 2006, 2005 and 2004
{Expressed in thousands of United States dollars)

December 31,2003, .. .............
Netincome . .....................
Other comprehensive loss ... ... ... ..

December 31, 2004......... .. .....
Netloss ..o .
Dividends . ....... ... ... ... .. ...
Other comprehensive loss .. ... ... ..

December 31,2005, ...............

Stock issuance in initial public
offering. ... ... . L L L.

Netincome. .............. .......
Stock compensation plans . ... ... ...,
Dividends .. ............. ... .....

Accumulated Retained
Additional Other Earnings
Share Paid-in Comprehensive {Accumulated
Capital Capital Income (Loss) Deficit) Total
1,505 1,488.860 70,927 417,812 1,979,104
— — — 197.173 197.173
— — (37.756) — (37.756)
1,505 1.488.860 33,171 614.985 2,138,521
— — — (159,776) (159,776)
— — — (499.800) (499.800)
— — (58.679) — (58.679)
1,505 1,488,860 (25,508) (44,591) 1,420,266
o4 315.485 — — 315,789
— — — 442 838 442,838
— 18.262 — — 18.262
— — — (9,043) (9.043)
— — 31.972 — 31.972
$1.809  $1,822.607 S 6464 $ 389,204 $2.220.084

See accompanying notes to the consolidated financial statements.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

CONSOLIDATED STATEMENTS OF CASH FLOWS
for the years ended December 31, 2006. 2005 and 2004
(Expressed in thousands of United States dollars)

2006 2005 2004
CASH FLOWS PROVIDED BY OPERATING ACTIVITIES:
Net ncome (l0S8) . . . o e e $ 442838 § (159776) S 197.173
Adjustments (o reconcile net income (loss) to cash provided by operating activities:
Net realized losses (gains) on sales of IAVeStMEnts . . .. ... ... vt n. .. 4,800 10223 (10.791)
Net realized Josses for other-than-temporary impairment charges on investments. . .. .. . . 23.878 -_ —
Amortization of premiums net of accrual of discounts on fixed maturities . . . ... ...... 11,981 38,957 49,989
Deterred INCOME taXES . . o L e e (1.1} 1.271 (2.790)
Stock compensation EXPENSe . . . . L 10.805 3.079 2,561
Debl issuance eXpense . .. ... e e 724 333 —
Amortizaticn of discount and expenses on SenioTNOES . . .. .. 168 — —
Cash settlernents on inferest Tale SWIPS . . . .o oo v ittt i oo e 7.340 (2.107 —
Mark to market on interest rate swaps ... ... L. a e (6,896) 6.8%6 —
Insurance balances receivable, . . ... ... ... . ... ... {86.217) (8.835) (42511
Prepaid reinsurance . . .. .. L e (19.120) 4427 (22.682)
Reinsurance recoverable . ... . L e 27,228 (457,162) (165,328)
Accrued IMvestment iINCOME . . . . . .. .. et e e (2.129) (9.550 (8.382)
Deferred acquisition COSIS . . . . ... ...t e (5.76%) 8.428 6015
Net deferred X assels . oL e (181) 630 (1.145)
OB AS80Ls L o v o 12.024 {766} 5.900
Reserve tor losses and loss expenses . . . ... ... ... .. L 231.644 1.368.229 978,471
Unearned premillms . . . .. 0oL e 73.706 (55.247) 69.885
Unecarned ceding commissions . . . . . L e (3.551) (2.686) 7.082
Reinsurance balances payable, . .. ... ... L 53.645 (25,899 12,736
Accounts pryable and accrued liabilities. .. ... .. ... .. o 15.757 12,327 (4.937)
Net cach provided by operating activities. . . ..., ... ... ... L L 791,564 732,772 1,071,246
CASH FLOW: USED IN INVESTING ACTIVITIES:
Purchases of fixed matunty Investments. . ... ... ... ... (5.663.168)  (3.891.935)  (3.565.350)
Purchases of other invested assets . . . .. ... ... (132.011 (114.576) (100.667}
Sales of fixed maturity investments. . . ... .. .. L 4,855.816 3,288,257 2,670,600
Sales of other invested assets. . . ... . ... 165,250 2.879 20,000
Purchases of fixed assels . .. . ... (29.418) (2.661) (2,330)
Changeinrestricted cash . .. .. o (96.435) (31.714) 30,934
Nei cash used in investing activities . . .. .. ... ... .. ... (899.%966} (749.750) (946.813)
CASH FLOWS PROVIDED BY (USED IN) FINANCING ACTIVITIES:
Dividends paid . . .. ... (9.043) (499,800) —
Gross proceeds from inital public offering. . .. ... ... .. ... L 344,080 — —
Issuance costs paid on initial public offering. ... .. ... o o oo (28,291) — —
Proceeds from issuance of seniornotes . . ... ..o 498,535 — —
(Repayment of1 proceeds from tong-termdebt . .. ... ... .. .. . oo, (500.000) 500,000 —
Debl issuance costs patth. . .. ... .. (3.250) (1.021) —
Net cash provided by (used in) financing activities . . . .......... ... . ... uu. 302031 {821) —
Effect of exchange rate changes on foreign currency cash . . e 809 (360) 252
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS e 194,438 (18.359) 124,685
CASH AND CASH EQUIVALENTS. BEGINNINGOFYEAR . .. .. ... ... ....... 172,379 190,738 66,033
CASH AND CASH EQUIVALENTS, ENDOFYEAR. . . . ... ... ... ... ......... $ 366817 § 172379 % 190,738
Supplemental disclosure of cash flow information:
—Cashpaid forincome taxes. ... .. .. L 3 07 % 313 % 4,537
— Cash paid for interest expense . . . ... oo i5.495 15399 —
— Change in bilance receivable on sale of investments . ... ......... . ey (12912) (3.633) 6.932
— Change in balance payable on purchase of investments. . . ..................... — — {2,100

See accompanying notes to the consolidated financial statements,
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
{Expressed in thousands of United States dollars. except share and per share amounts)

1. GENERAL

Allied World Assurance Holdings, Ltd was incorporated in Bermuda on November 13, 2001, On June 9, 2006,
Allied World Assurance Holdings, Ltd changed its name to Allied World Assurance Company Holdings. Ltd
("Holdings™). Holdings. through its wholly-owned subsidiaries (collectively, the “Company™). provides property
and casualty insurance and reinsurance on a worldwide basis.

On November 13, 2001, Holdings completed the incorporation of Allied World Assurance Company. Ltd
("AWAC”) under the laws of Bermuda. AWAC began operations on November 21, 2001 as a registered Class 4
Bermuda insurance and reinsurance company and is subject to regulation and supervision in Bermuda under the
Insurance Act 1978 of Bermuda and related regulations, as amended.

On July 18, 2003, Holdings. through its wholly-owned subsidiary Allied World Assurance Holdings (Ireland)
Ltd. completed the incorporation of Allied World Assurance Company (Reinsurance) Limited {"AWAC Re”} under
the laws of Ireland and received authorization to carry on reinsurance business in Ireland. AWAC Re established a
branch in the United Kingdom, which has been regulated by the Financial Services Authority (the “FSA™) in the
United Kingdom since August 2004. The European Union (“EU™) Reinsurance Directive (the “Directive™) was
approved by the European Parliament in October 2005 and officially published in December 2005. The Directive
forms part of the EU's Financial Services Action Plan, which aims to create a single market in financial services in
the EU. The Directive establishes a regulatory framework for reinsurance activities in the EU. Until now. no
harmonized framework existed for reinsurance within the EU, and member states have been free to decide
separately whether or not 10 regulate reinsurance. While each member state has two years to comply with the
Directive, Ireland became the first EU member state to implement the Directive, in July 2006. The Directive
requires that all reinsurance undertakings be authorized in their home member state and provides for a single
“passport” system within Europe for reinsurers similar to that which currently applies (o direct insurers. Although it
is expected that under the Directive, licenses will be issued by the Irish Financial Services Regulatory Authority (the
“Irish Financial Regulator™) in 2007. until AWAC Re is fully authorized by the Financial Regulator, AWAC Re and
its branch will continue to be regulated by the FSA in the United Kingdom.

On September 25. 2002, Holdings. through its wholly-owned subsidiary Allied World Assurance Holdings
(Irelund) Ltd. completed the incorporation of Allied World Assurance Company (Europe) Limited ("AWAC
Europe™) under the laws of Irelund. AWAC Europe is regulated by the Irish Financial Regulator and operutes on a
treedom of services basis in other member states of the EU. AWAC Europe has also established a branch in the
United Kingdorm.

On July 15, 2002, Holdings, through its wholly-owned subsidiary Allied World Assurance Holdings {Ireland)
Ltd. completed the acquisition of Newmarket Underwriters Insurance Company (“NUIC™) and Commercial
Underwriters Insurance Company ("CUIC™) from Swiss Reinsurance Americun Corporation. The two companies
arc authorized to write excess and surplus lines insurance in 50 states of the United States of America and licensed to
write on an admitted basis in 15 states.

These purchases of 100% of the voting stock of the two companies have been accounted for under the purchase
method of accounting. No goodwill arnse on the purchase of NUIC and CUIC as they were bought for a price of
$65.394 that was equal to the fair value of their assets (fixed income securities $61.170, cash $304. and licenses
$3.920) at the time of purchase. NUIC and CUIC had no liabilities at the time of purchase as all liabilities existing
prior (o the purchase were assumed by the sellers. After the acquisition. CUIC changed its name to Allied World
Assurance Company (U.5.) Inc.

On July 11, 2006, the Company sold 8,800,000 common shares in its initial public offering ("TPO™y at a public
offering price of $34.00 per share. On July 19, 2006, the Company sold an additional 1,320.000 common shares at
534.00 per share in connection with the exercise in full by the underwriters of their over-allotment option. In
conneetion with the IPO, a 1-for-3 reverse stock split of the Company s common shares was consummated on July 7,
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Expressed in thousands of United States dollars, except share und per share amounts)

1. GENERAL — (continued}

2006. All share and per share amounts related to common shares, warrants, options and restricted stock units
(*RSUs™} included in these consolidated financial statements and footnotes have been restated to reflect the reverse
stock split. The reverse stock split has been retroactively applied to the Company’s consolidated financial
statements.

2. SIGNIFICANT ACCOUNTING POLICIES

These: consolidated financial statements have been prepared in accordance with accounting principles
generally accepted in the United States of America (“U.S. GAAP”). The preparation of financial statements in
conformity with U.S. GAAP requires management to make estimates and assumptions that affect the reported
amounts ¢f assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period. Actual results could
ditfer from those estimates. The significant estimates reflected in the Company’s financial statements include, but
are not linlited to:

+ The premium estimates for certain reinsurance agreements;

+ Recoverability of deferred acquisition costs;

« The reserve for outstanding losses and loss expenses;

« Valuation of ceded reinsurance recoverables; and

+ Determination of other-than-temporary impairment of investments.

Intercompany accounts and transactions have been eliminated on consolidation, and all entities meeting
consolidat:on requirements have been included in the consolidation. Certain reclassifications have been made to
prior years” amounts to conform to the current year’s presentation.

The significant accounting policies are as follows:

a) FPremiums and Acquisition Costs

Premiums are recognized as written on the inception date of the policy. For certain types of business written by
the Company, notably reinsurance, premium income may not be known at the policy inception date. In the case of
proportional treaties assumed by the Company, the underwriter makes an estimate of premium income at inception.
The underwriter’s estimate is based on statistical data provided by reinsureds and the underwriter’s judgment and
experience. Such estimations are refined over the reporting period of each treaty as actual written premium
information is reported by ceding companies and intermediaries. Premiums resulting from such adjustments are
estimated and accrued based on available imformation, Other insurance and reinsurance pelicies can require that the
premium be adjusted at the expiry of the policy to reflect the risk assumed by the Company.

Premaums are earned over the period of policy coverage in proportion to the risks to which they relate.
Premiums relating to the unexpired pericds of coverage are carried in the consolidated balance sheet as unearned
premiums.

Where contract terms require the reinstatement of coverage after a ceding company’s loss, the mandatory
reinstalemznt premiums are calculated in accordance with the contract terms, and earned in the same period as the
loss event that gives rise to the reinstatement premium.

Acquisition costs, comprised of commissions, brokerage fees and insurance taxes, are incurred in the
acquisitior. of new and renewal business and are expensed as the premiums to which they relate are earned.
Acquisition costs relating to the reserve for unearned premiums are deferred and carried on the balance sheet as an
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Expressed in thousands of United States dollars, except share and per share amounts)

2. SIGNIFICANT ACCOUNTING POLICIES — (continued)
a) Premiums and Acquisition Costs — (continued)

assel, and are amortized over the life of the policy. Anticipated losses and loss expenses, other costs and investment
income related 1o these unearned premiums are considered in determining the recoverability or deficiency of
deferred acquisition costs. [fit is determined that deferred acquisition costs are nol recoverable, they are expensed.
Further analysis is performed to determine if a liability is required to provide for losses, which may exceed the
related unearned premiums.

b) Reserve for Losses and Loss Expenses

The reserve for losses and loss expenses is comprised of two main elements: outstanding loss reserves
(“OSLR”, also known as “case reserves”) and reserves for losses incurred but not reported (“1BNR”). OSLR relate
to known claims and represent management’s best estimate of the likely loss settlement. Thus, there is a significant
amount of estimation involved in determining the likely loss settlement. IBNR reserves require substantial
Jjudgment since they relate to unreported events that, based on reported and industry information, management’s
experience and actuarial evaluation, can reasonably be expected to have occurred and are reasonably likely to result
in a loss to the Company. IBNR also includes a provision for the development of losses that are known to have
occurred, but for which a specific amount has not yet been reported. IBNR may also incilude a provision for
estimated development of known case reserves.

The reserve for IBNR is estimated by management for each line of business based on various factors, including
underwriters’ expectations about loss experience, actuarial analysis, comparisons with the results of industry
benchmarks and loss experience to date. The Company’s actuaries employ generally accepted actuarial method-
ologies to determine estimated ultimate loss reserves. The adequacy of the reserves is re-evalualed quarterly by the
Company’s actuaries. At the completion of each quarterly review of the reserves, a reserve analysis is written and
reviewed with the Company’s loss reserve committee. This committee determines management’s best estimate for
loss and loss expense reserves based upon the reserve analysis.

While management believes that the reserves for OSLR and [BNR are sufficient to cover losses assumed by the
Company there can be no assurance that losses will not deviate from the Company s reserves, possibly by material
amounts. The methodology of estimating loss reserves is periodically reviewed to ensure that the assumptions made
continue to be appropriate. The Company records any changes in its loss reserve estimates and the related
reinsurance recoverables in the periods in which they are determined.

¢) Reinsurance

In the ordinary course of business, the Company uses both treaty and facultative reinsurance to minimize its net
loss exposure to any one catastrophic loss event or to an accumulation of losses from a number of smaller events,
Reinsurance premiums ceded are expensed. and any commissions recorded thereon are earned over the period the
reinsurance coverage is provided in proportion to the risks to which they relate. Prepaid reinsurance and reinsurance
recoverable include the balances due from those reinsurance companies under the terms of the Company’s
reinsurance agreements for ceded unearned premiums, paid and unpaid losses and loss reserves. Amounts
recoverable from reinsurers are estimated in a manner consistent with the estimated claim liability associated
with the reinsured policy.

The Company determines the portion of the IBNR liability that will be recoverable under its reinsurance
policies by reference to the terms of the reinsurance protection purchased. This determination is necessarily based
on the estimate of IBNR and, accordingly, is subject to the same uncertainties as the estimate of IBNR.

The Company remains liable to the extent that its reinsurers do not meet their obligations under these
agreements, and the Company therefore regularly evaluates the financial condition of its reinsurers and monitors
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Expressed in thousands of United States dollars, except share and per share amounts)

2, SIGNIFICANT ACCOUNTING POLICIES — (continued)
c¢) Reinsurance — (continued)

concentration of credit risk. No provision has been made for unrecoverable reinsurance as of December 31. 2006
and 2003, as the Company believes that all reinsurance balances will be recovered.

d) Investments

Fixed maturity investments are classifted as available for sale and carried at fair value. based on quoted market
prices, with the difference between amortized cost and fair value, net of the effect of taxes, included as a separate
component of accumulated other comprehensive income.

Other invested assets available for sale include the Company’s holdings in three hedge funds and a global high-
yield bond fund. which are carried at fair value based on quoted market price or net assel values provided by their
respective fund managers. The difference between cost and fair value is included, net of tax, as a separate
componen: of accumulated other comprehensive income.

Also included in other invested assets available for sale are the investments held by a hedge fund in which
AWAC is the sole investor. In accordance with Financial Accounting Standards Board (“FASB™) Interpretation
No. 46(R), “Consolidation of Variable Interest Entities” (“FIN 46(R)™), this hedge fund has been fully consolidated
within the Company’s results. The hedge fund is a fund of hedge funds and as such, investments held by the fund are
carried at zair value based on quoted market price or net asset values as provided by the respective hedge fund
managers. The difference between cost and fair value is included as a separate component of accumulated other
comprehensive income.

The Company has in the past utilized financial futures contracts for the purpose of managing investment
portfolio duration. Futures contracts are not recognized as assets or liabilities as they settle daily. The daily changes
in the market value of futures have been included in net realized gains or losses on investments,

Investments are recorded on a trade date basis. Investment income 1s recognized when earned and includes the
accrual of discount or amortization of premium on fixed maturity investments, using the effective yieid method.
Realized gains and losses on the disposition of investments, which are based upon specific identification of the cost
of investments, are reflected in the consolidated statements of operations. For mortgage backed and asset backed
securities, and any other holdings for which there is a prepayment risk, prepayment assumptions are evaluated and
revised on a regular basis. Revised prepayment assumptions are applied to securities on a retrospective basis to the
date of acquisition. The cumulative adjustments to amortized cost required due to these changes in effective yields
and maturities ure recognized in investment income in the same period as the revision of the assumptions.

The Company regularly reviews the carrying value of its investments to determine if a decline in value is
considered other than temporary. This review involves consideration of several factors including: (i) the signif-
icance of the decline in value and the resulting unrealized loss position; (ii) the time period for which there has been
a significant decline in value; (iii) an analysis of the issuer of the investment, including its liquidity, business
prospects and overall financial position; and (iv} the Company’s intent and ability to hold the investment for a
sufficient period of time for the value to recover. The identification of potentially impaired investments involves
significant management judgment that includes the determination of their fair value and the assessment of whether
any decline in value is other than temporary. If the decline in value is determined to be other than temporary, then the
Company records a realized loss in the statement of operations in the period that it is determined,

ej Translation of Foreign Currencies

Monetary assets and liabilities denominated in foreign currencies are translated into U.S. dollars at the
exchange rates in effect on the balance sheet date. Foreign currency revenues and expenses are translated at the
average ¢xchange rates prevailing during the period. Exchange gains and losses, including those arising from
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars, except share and per share amounts)

2. SIGNIFICANT ACCOUNTING POLICIES — (continued)
e) Translation of Foreign Currencies — (continued)

forward exchange contracts. are included in the determination of net income. The Company's functional currency
and that of its operating subsidiaries is the U.S. dollar, since it is the single largest currency in which the Company
transacts its business and holds its tnvested assets.

Sy Cash and Cash Equivalents

Cash and cash equivalents include amounts held in banks. time deposits, commercial paper and U.S. Treasury
Bills with maturities of less than three months from the date of purchase.

g} Income Taxes

Certain subsidiaries of the Company operate in jurisdictions where they are subject 1 income taxation, Current
and deferred income taxes are charged or credited to operations, or “accumulated other comprehensive income” in
certain cases, based upon enacted tax laws and rates applicable in the relevant jurisdiction in the period in which the
tax becomes payable. Deferred income taxes are provided for all temporary differences between the bases of assets
and liabilities used in the financial statements and those used in the various jurisdictional tax returns.

h) Employee Stock Option Compensation Plan

The Company accounts for stock option compensation in accordance with the revised Statement ot Financial
Accounting Standards ("FAS”) No. 123(R) “Share Based Payment” (‘FAS 123(R)™). FAS 123(R) applies 1o
Holdings' employee stock option plan as the amount of Company shares received as compensation through the
issuance of the stock options is determined by reference to the value of the shares. Compensation expense for stock
options granted to employees is recorded on a straight-line basis over the option vesting period and is based on the
fair value of the stock options on the grant date. The fair value of each siock option on the grant date is determined
by using the Black-Scholes option-pricing model. The Company has adopted FAS 123(R) using the prospective
method for the fiscal year beginning January 1, 2006.

The compensation expense recognized in prior vears was based on the book value of the Company. At that
time, the book value of the Company approximated its fair value, and as such, the expense would have been
consistent had the fair value recognition provisions of FAS 123(R) been applied.

i) Restricted Stock Units

The Company has granted RSUs to certain employees. These RSUs fully vest in either the fourth or fifth vear
from the date of the original grant, or pro-rata over four years from the date of grant. The Company accounts for the
RSU compensation in accordance with FAS 123(R). The compensation expense for the RSUs is based on the market
value per share of the Company on the grant date. and is recognized on a straight-line basis over the applicable
vesting period. The compensation expense recognized in prior years was based on the book value of the Company.
At that time, the book value of the Company approximated its fair value, and as such, the expense would have been
consistent had the fair value recognition provisions of FAS 123(R) been applied.

J}  Long-Term Incentive Plan Awards

The Company impiemented the Long-Term Incentive Plan (“LTIP™), which provides for performance based
equity awards to key employees in order to promote the long-term growth and profitability of the Company. Each
award represents the right to receive a number of common shares in the future. based upon the achievement of
established performance criteria during the applicable three-year performance and vesting period. The Company
accounts for the LTIP award compensation in accordance with FAS 123(R). The compensation expense for these
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Expressed in thousands of United States dollars, except share and per share amounts)

2. SIGNIFICANT ACCOUNTING POLICIES — (continued)

j)  Long-Term Incentive Plan Awards — (continued)

awards is based on the market value per share of the Company on the grani date, and is recognized on a straight-line
basis over the applicable performance and vesting period.

k) Imangible Assets

Intangible assets consist of insurance licenses with indefinite lives held by subsidiaries domiciled in the
United States of America. In accordance with FAS No. 142 “Goodwill and Other Intangible Assets”, the Company
does not amortize the licenses but evaluates and compares the fair value of the assets to their carrying values on an
annual basis or more frequently if circumstances warrant. 1f, as a result of the evaluation, the Company determines
that the value of the licenses is impaired, then the value of the assets will be written-down in the period in which the
determination of the impairment is made. Neither the Company’s initial valuation nor its subsequent valuations has
indicated any impairment of the value of these licenses.

1) Derivative Instruments

FAS No. 133, “Accounting for Derivative Instruments and Hedging Activities” ("FAS 133"} requires the
recognition of all derivative financial instruments as either assets or liabilities in the consalidated balance sheets and
measurement of those instruments at fair value. The accounting for gains and losses associated with changes in the
fair value of a derivative and the effect on the consolidated financial statements depends on its hedge designation
and whethier the hedge is highly effective in achieving offsetting changes in the fair value of the asset or liability
hedged.

The Company uses currency forward contracts to manage currency exposure. The U.S. dollar is the Company’s
reporting currency and the functional currency of its operating subsidiaries. The Company enters into insurance and
reinsurance contracts where the premiums receivable and losses payable are denominated in currencies other than
the U.S. dollar. In addition, the Company maintains a portion of its investments and liabilities in currencies other
than the U.S. doltar, primarily the Canadian dollar, Euro and British Sterling. For Labilities incurred in currencies
other than the aforementioned ones, U.S. dollars are converted to the currency of the loss at the time of claims
payment. As a result, the Company has an exposure to foreign currency risk resulting from fluctuations in exchange
rates. ‘The Company has developed a hedging strategy using currency forward contracts to minimize the potential
loss of value caused by currency fluctuations. In accordance with FAS 133, these currency forward contracts are not
designated as hedges, and accordingly are carried at fair value on the consolidated balance sheets as a part of other
assets or accrued liabilities, with the corresponding realized and unrealized gains and losses included in realized
gains and losses in the consolidated statements of operations.

The Company had entered into interest rate swaps in order to reduce the impact of fluctuating interest rates on
its seven-year credit agreement and related overall cost of borrowing. The interest rate swap agreements involved
the periodic exchange of fixed interest payments against floating interest rate payments without the exchange of the
notional principal amount upon which the payments are based. In accordance with FAS 133, based on the terms of
the swaps and the loan facility, these interest rate swaps were not designated as hedges. The swaps were carried at
fair value on the consolidated balance sheets included in other assets or accrued liabilities, with the corresponding
changes in fair value included in the realized gains and losses in the conselidated statements of operations, Net
payments made or received under the swap agreements are included in net realized investment losses or gains in the
consolidated statements of operations. These interest rate swaps were no longer needed once the credit agreement
was fully repaid in July 2006.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(Expressed in thousands of United States dollars, except share and per share amounts)

2. SIGNIFICANT ACCOUNTING POLICIES — (continued)
{) Derivative Instruments — (continued)

Since the derivatives held are not designated as hedges under FAS 133 and form a part of operations, all cash
receipts or payments and any changes in the derivative asset or liability are recorded as cash flows from operations,
rather than as a financing activity.

m) Securities Lending

The Company has initiated a securities lending program whereby the Company's securities, which are
included in fixed maturity investments available for sale, are loaned to third parties. primarily brokerage firms, for a
short period of time through a lending agent. The Company maintains control over the securities it lends, retains the
earnings and cash flows associated with the loaned securities, and receives a fee from the borrower for the
temporary use of the securities. Collateral in the form of cash is required initially at a minimum rate of 102% of the
market value of the loaned securities and is monitored and maintained by the lending agent. The collateral may not
decrease below 100% of the market value of the loaned securities before additional collateral is required.

In accordance with FAS No. 140, “Accounting for Transfers and Servicing of Financial Assets and Extin-
guishments of Liabilities” (“FAS 140"), since the Company maintains effective control of the securities it lends. a
financial-components approach has been adopted in the accounting treatment of the program. The securities on loan
remain included in fixed maturity investments available for sale on the consolidated balance sheets. The collateral
received under the program is inciuded in the assets on the consolidated balance sheets as securities lending
collateral. The offset to this asset is a corresponding Lability (securities lending payable) representing the amount of
collateral to be returned once securities are no longer on loan. Income earned under the program is included in
investment income in the consolidated statements of operations.

n) Earnings Per Share

Basic earnings per share is defined as net income available to common shareholders divided by the weighted
average number of common shares outstanding for the period, giving no effect to dilutive securities. Diluted
earnings per share is defined as net income available to common shareholders divided by the weighted average
number of common und common share equivalents outstanding calculated using the treasury stock method for all
potentially dilutive securities, including share warrants, employee stock options, LTIP awards and RSUs. When the
effect of dilutive securities would be anti-dilutive, these securitics are excluded from the calculation of diluted
earnings per share.

@) New Accounting Pronouncements

In July 2006, the Financial Accounting Standards Board {(“FASB”) issued FASB Interpretation No. 48,
“Accounting for Uncertainty in Income Taxes” (“FIN 48”). FIN 48 prescribes detailed guidance for the financial
statement recognition, measurement and disclosure of uncertain tax positions recognized in an enterprise’s financial
statements in accordance with FASB Statement No. 109, “Accounting for Income Taxes.” Tax positions must meet a
more-likely-than-not recognition threshold at the effective date to be recognized upon the adoption of FIN 48 and in
subsequent periods. FIN 48 will be effective for fiscal years beginning after December 13, 2006 and the provisions
of FIN 48 will be applied to all tax positions upon initial adoption of the interpretation. The cumulative effect of
applying the provisions of this interpretation will be reported as an adjustment to the opening balance of retained
earnings for that fiscal year. The Company has determined that FIN 48 will not have a material impact upon its
adoption in 2007.

In September 2006, the FASB issued FAS No. 157 “Fair Value Measurements’™ (“FAS 1577). This statement
defines fair value, establishes a framework for measuring fair value under U.S. GAAP. and expands disclosures
about fair value measurements. FAS 157 applies under other accounting pronouncements that require or permit fair
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars, except share and per share amounts)

2, SIGNIFICANT ACCOUNTING POLICIES — (continued)
0} New Accounting Pronouncements — (continued)

value measurements, FAS 157 is effective for financial statements issued for fiscal years beginning after
November 15, 2007, and interim periods within those fiscal years. The Company has determined that FAS 157
will not have a material impact on its financial statements upon its adoption for the fiscal year beginning January 1,
2008.

In September 2006, the Securities and Exchange Commission staff issued Staff Accounting Bulletin No. 108,
“Considering the Effects of Prior Year Misstatements in Current Year Financial Statements™ (“SAB 108™). SAB 108
has been issued to address and eliminate the diversity in practice of how companies quantify financial statement
misstatements and the potential under previous practice for the build up of improper amounts on the balance sheet.
SAB 108 provides guidance and establishes an approach that requires dual quantification of financial statement
misstatements based on the effects of the misstatement on the income statement, balance sheet and other
disclosures. SAB 108 permits companies to initially apply its provisions by either retroactively adjusting prior
financial statements or recording the cumulative effect of initially applying the approach as adjustments to the
carrying values of assets and liabilities as of January 1, 2006 with an offsetting adjustment to the opening balance of
retained earnings. SAB 108 is effective for annual financial statements covering the first fiscal year ending afier
November 15, 2006. The Company has adopted SAB 108 and has made no related adjustments.

In February 2007, the FASB issued FAS No. 159 “The Fair Value Option for Financial Assets and Financial
Liabilities — Including an amendment of FASB Statement No. 1157 (“FAS 159”). FAS 159 permits entities to
choose 10 measure many financial instruments and certain other items at fair value. The objective is to improve
financial rzporting by providing entities with the opportunity to mitigate volatility in reported earnings caused by
measuring related assets and liabilities differently without having to apply complex hedge accounting provisions.
This staternent is expected to expand the use of fair value measurement, which is consistent with the FASB's long-
term measurement objectives for accounting for financial instruments, The fair value option established will permit
all entities to choose to measure eligible items at fair value at a specified election dates. An entity shall record
unrealized gains and losses on items for which the fair value option has been elected through net income in the
statement of operations at each subsequent reporting date. This statement is effective as of the beginning of an
entity’s first fiscal year that begins after November 13, 2007. The Company is currently evaluating the provisions of
FAS 159 and its potential impact on future financial statements.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars, except share and per share amounts)

3. INVESTMENTS
a) Fixed Maturity Investments

The amortized cost, gross unrealized gains, gross unrealized losses and fair value of fixed maturity investments
availabie for sale by category as of December 31, 2006 and 2005 are as follows:

Gross Gross

Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
December 31, 2006
U.S. Government and Government agencies . .. $1,704 911 $ 4747 $ (9.600) $1,700,052
Non U.S. Government and Government
UEENCIES. vttt e 93,741 4,209 (630) 97,320
Corporate . ... ... ... 1.322.893 2.884 (7.641) 1.318.136
Mortgage backed . . . .. ... ... ... ... ... .. 1.828.526 5,745 (10.364) 1,823,907
Assetbacked . . ...... ... ... ... .. ..., 238,308 545 (456) 238,397

$5,188,379  F18.130  $(28.697) $5,177.812

December 31. 2005

U.S. Government and Government agencies . .. $2.351.081 $ 164 $(42.843)  $2,308.402
Non U.S. Government and Government

UECNCIBS. . .\ e e e 80.359 5.583 (1.955) 83,987
Corporate .. ................ .......... 945,882 556 (10.673) 935,765
Mortgage backed . . ..................... 847.339 3.737 (4.9069) 846,107
Assetbacked . ... ... ... ... .. 217.379 57 (1.240) 216,196

$4.442,040 510,097  $(61.680) $4,390.457

b}  Contractual Maturity Dates

The contractual maturity dates of fixed maturity investments available for sale as of December 31, 2006 are as
follows:

Amortized Cost Fair Value
December 31. 2006
Due withinone year .. .. ... ... .. ... .. . .. . .. ... $ 147,161 $ 146.579
Due after one year through five years . ...................... 2,468,018 2,461,056
Due after five years through tenyears ... ... .. ... .. ... .. .. 335364 335.317
Due after ten years . . ... ... e 171,002 171.956
Mortgage backed . . ... ... ... L 1.828.526 1.823.907
Assetbacked . ... ... L 238.308 238.397

$5,188,379 $5,177.812

Expected maturities may differ from contractual maturities because borrowers may have the right to prepay
obligations with or without prepayment penalties.
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3. INVESTMENTS — (continued)
¢) Other Invested Assets

The -ost and fair value of other invested assets available for sale as of December 31, 2006 and 2005 are as
follows:

2000 2005
Cost Fair Value Cost Fair Value
Global High Yield Fund . ... ... ............. $ 27,707 $ 33,031 $ 63,024 § 81926
Hedge Funds. . . ... .. ... ... ... ... .... 217,950 229,526 207,114 215,064

$245,657  $262,557  $270,138  $296,990

As of December 31, 2006 and 2005, the investment in hedge funds consisted of investments in four different
hedge funds.

The Goldman Sachs Global Alpha Hedge Fund PLC had a cost of $57,495 and $53,805 and a fair value of
$52.350 and $57,825 as of December 31, 2006 and 2005, respectively. The fund is a fund of hedge funds with an
investment objective that seeks attractive long-term, risk-adjusted returns across a variety of market environments
with volatility and correlations that are lower than those of the broad equity markets. The fund allows for quarterly
liquidity with a 45 day notification period.

The Goldman Sachs Liquid Trading Opportunities Fund Offshore, Ltd. had a cost of $45,493 and $45,316 and
a fuir value of $44.638 and $45,461 as of December 31, 2006 and 2005, respectively. The fund is a direct hedge fund
with an investment objective that seeks attractive tolal returns through both capital appreciation and current return
from a portfolio of investments mainly in foreign currencies, publicly traded securities and derivative instruments,
primarily in the fixed income and currency markets. It allows for monthly liquidity with a 15 day notification
period.

The AlG Select Hedge Fund had a cost of $56.588 and $56.588 and a fair value of $63,527 and $57.147 as of
December 31, 2006 and 2005, respectively. This hedge fund is a fund of hedge funds with an investment objective
that seeks altractive long-term, risk-adjusted absolute returns in a variety of capital market conditions. There is at
least a three business days notice prior to the last day of the month required for any redemption of shares of the fund
at the end of the following month.

AWAC is the sole investor in the Goldman Sachs Mutli-Strategy Portfolio VI, Ltd. (the *Portfolio V1 Fund™).
and as such, the Portfolio VI Fund has been fully consclidated into the results of the Company. Included in other
invested assets are the investments held by this fund, at a cost of $58.374 and $51.405 and a fair value of $69.012
and $54,631 as of December 31, 2006 and 2003, respectively. This hedge fund is a fund of hedge funds with an
investment objective that seeks attractive long-term, risk-adjusted absolute returns in U.S. dollars with volatility
lower than, and minimal correlation to, the broad equity markets. There is no specific notice period required for
liquidity, however such liquidity is dependent upon any lock-up periods of the underlying funds’ investments. As of
December 31. 2006 and 2003, none and 4.3% of the fund’s assets, respectively, were invested in underlying funds
with a lock up period of greater than one year.
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3. INVESTMENTS — (continued)

d} Net Investment Income

2006 2005 2004
Fixed maturities and other investments . .. ................ $221,847  S$157,209  $124,604
Other invested assets . .. ... e e 11,307 18,995 5,666
Cash and cash equivalents .. . ... .. ... . ... ... . ....... 16.169 6.720 2,450
Expenses ... .. (4,963) (4,370 (3,735)
Net investment inCOme . . . ... 0.t e i e e $244.360  $178,560  $128,985

¢) Components of Realized Gains and Losses

The proceeds from sales of available for sale securities for the years ended December 31, 2006, 2005, and 2004
were $5.021,066, $3.291,136 and $2,690,600, respectively. Components of realized gains and losses for the years
ended December 31, 2006, 2005 and 2004 are summarized in the following table:

20066 2005 2004
Grossrealized gains .. .. ... .. $31,030 § 8438 318406
Gross realized losses . . ... ... ... .. e (60.152) (23.470) (5.164)
Realized gains on interest rate swaps. . . ................... 7.340 (2,107) —
Unrealized loss on interest rate swaps . . ... ... oovvn e vne. .. (6,896) 6,896 —
Net losses on futures contracts. . ... .. ... ..o n.. — — (2.451)
Net realized investment (lossesy gains . . ... ... ... ... ....... $(28.678) $(10,223) S$10,791

The net losses on futures contracts represent the daily cash flows from futures contracts used for managing
tnvestment portfolio duration. In the third quarter of 2004, the Company discontinued the use of such futures
contracts.

) Pledged Assets

As of December 31, 2006 and 2005, $82.443 and $79,324, respectively, of cash and cash eguivalents and
investments were on deposit with various state or government insurance departments or pledged in favor of ceding
companics in order to comply with relevant insurance regulations. In addition, the Company has set up trust
accounts lo meet security requirements for inter-company reinsurance transactions. These trusts contained assets of
5614.648 and $604.414 as of December 31. 2006 and 2005. respectively, and are included in fixed maturity
investments.

The Company also has fucilities available for the issvance of letters of credit collateralized against the
Coinpany's investment portfolio. The combined capacily of these facilities is $900,000 and $900,000 as of
December 31. 2006 and 2005. respectively. At December 31, 2006 and 2005 letters of credit amounting to $832,263

and $740.735. respectively, were issued and outstanding under these facilities, and were collateralized with
investments with a fair value toaling $993,930 and $852,116, respectively.

The fair market value of the combined total cash and cash equivalents and investments held under trust were
$1.691.021 and $1.535.854 as of December 31, 2006 and 2003, respectively.

g) Change in Unrealized Gains and Losses
2006 2005 2004

Net change in unrealized gains and losses net of taxes . .. ... ... $31.972 (58,679 %(37.756)
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3. INVESTMENTS — (continued)
h) Analysis of Unrealized Losses
The Company’s primary investment objective is the preservation of capital. Although the Company has been

successful in meeting this objective, normal economic shifts in interest and credit spreads affecting valuation can
temporarily place some investments in an unrealized loss position.

The following table summarizes the market value of those investments in an unrealized loss position for
periods less than or greater than 12 months:

2006 2005
Gross Unrealized Gross Unrealized
Fair Value Losses Fair Value Losses
Less shan 12 months
U.S. Government and Government agencies ... $ 381,989  § (2,961) $1,667,847  $(28,283)
Non 11.8. Government and Government
AEENCIES. « o v vttt e e 51,330 (620) 54,235 (1,954)
Corporate . .. ... ... .. 545,902 (3,115) 488,175 (5,593
Mortgage backed . ... ... ... ... oo 856,533 (6,243) 609,000 (4,415)
Assetbacked . .. ... ... ... .. ... ... .o — — 102,103 (392)

$1,835,754  $(12,93% $2,921,360  $(40.,637)

More than 12 months
U.S. Government and Government agencies . .. $ 338,072  § (6,645 § 533,204  $(14.561)
Non 1J.8. Government and Government

AGENCIES. . . . ... .. 515 O] — —
Corporate . .. ... ... ... ... ... 316,526 (4,527) 209,944 (5,081}
Mortgage backed ... . ... . ... L. 389,761 4,121) 28,274 (553)
Assetbacked.......... ... ... .. ... ... ... 107,049 (456) 73,346 (848)

$1,151,923  $(15,758) § 844763  $(21,043)
$2,987,677  $(28,697) $3,766,128  $(61.680)

The Company regularly reviews the carrying value of its investments to determine if a decline in value is
considerec to be other than temporary. This review involves consideration of several factors including: (i) the
significance of the decline in value and the resulting unrealized loss position, (ii) the time period for which there has
been a significant decline in value, (iii) an analysis of the issuer of the investment, including its liquidity, business
prospects and overall financial position and (iv) the Company’s intent and ability to hold the investment for a
sufficient period of time for the value to recover. The identification of potentially impaired investments involves
significant management judgment that includes the determination of their fair value and the assessment of whether
any declinz in value is other than temporary. If the decline in value of an investment is determined to be other than
temporary. then the Company records a realized loss in the statement of operations in the period that it is
determined, and the carrying cost basis of that investment is reduced.

As of December 31, 2006 and 2003, there were approximately 301 and 275 securities, respectively, in an
unrealized loss position. The unrealized losses from the securities held in the Company’s investment portfolio were
primarily the result of rising interest rates. As a result of the Company’s continued review of the securities in its
investmen: portfolio throughout the year, 47 securities were considered to be other-than-temporarily impaired for
the year eaded December 31, 2006. Consequently, the Company recorded an other-than-temporary impairment
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3. INVESTMENTS — (continued)
k)  Analysis of Unrealized Losses — (continued)

charge, within net realized investment losses on the consolidated statement of operations, of $23,878 for the year
ended December 31, 2006. There were no similar charges recognized in 2005.

) Securities Lending

In Junuary 2005, the Company initiated a securities lending program whereby the Company’s securities, which
are included in fixed maturity investments available for sale, are loaned to third parties, primarily brokerage firms,
for a short period of time through a lending agent. The Company maintains control over the securities it lends,
retains the earnings and cash flows associated with the loaned securities, and receives a fee from the borrower for
the temporary use of the securities. Collateral in the form of cash is initially required at a minimum rate of 102% of
the market value of the loaned securities and is monitored and maintained by the lending agent. The collateral may
not decrease below 100% of the market value of the loaned securities before additional collateral is required. The
Company had $298,321 and $449,037 on loan at December 31, 2006 and 2003, respectively, with collateral held
against such loaned securities amounting to $304,742 and $456,792, respectively.

4. RESERVE FOR LOSSES AND LOSS EXPENSES

The reserve for losses and loss expenses consists of the following:

2006 2005
OSLR . $ 935214 % 921,117
IBNR 2,701,783 2,484,236
Reserve for losses and loss expenses . .............. ... .. ... .... $3.636,997  $3,405,353
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4. RESERVE FOR LOSSES AND LOSS EXPENSES — (continued}

The table below is a reconciliation of the beginning and ending liability for unpaid losses and loss expenses for
the years ended December 31, 2006. 2005 and 2004. Losses incurred and paid are reflected net of reinsurance
recoveries,

2006 2005 2004

Gross liability at beginning of year. . ................ $3,405,353  $2,037.124  51.058.653
Reinsurance recoverable at beginning of year .. ... .. ... (716,333) (259,171} (93,843)
Net liability at beginning of year .. ................. 2,689,020 1,777,953 964,810
Net lcsses incurred related to:

CULTENE YEAT . .. oot o e e 849,850 1,393,685 i.092,789

PriOr Years .. .o . oot (110,717) (49,085) (79,435)

Totalincwred, . ... .o 739,133 1,344,600 1,013,354
Net paid losses related to:

CUITENL YEAT . . ot oot v e e i i e e e s 27,748 125018 69,186

PriOr Years ... ..o e 455,079 305,082 133,287

Total paid .. ... e 482,827 430,100 202,473
Foreign exchange revaluation . ... ... .. ... L 2,566 (3.433) 2.262
Net liability atend of year . . ... ... .. ... . ... ... 2,947,892 2,689,020 1,777,953
Reinsurance recoverable atend of year . .......... ..., 689,105 716,333 259,171
Gross liabtlity atend of year . ... ... ... ... $3,636.997  $3,405.353  $2,037,124

The favorable development in net losses incurred related to prior years was primarily due to actual Joss
emergence in the non-casualty lines and the casualty claims-made lines being lower than the initial expected Joss
emergence. The majority of this development related to the casvalty segment mainly in relation to continued low
loss emergence on 2002 through 2004 accident year business. A lesser portion of the development was recognized
in the property segment due primarily to favorable loss emergence on 2004 accident year general property and
energy business as well as 2005 accident year general property business. The reinsurance segment added 1o the
favorable development relating to catastrophe and certain workers compensation catastrophe business. While the
Company has experienced favorable development in its insurance and reinsurance lines, there is no assurance that
conditions and trends that have affected the development of liabilities in the past will continue. It is not appropriate
to extrapolate future redundancies based on prior years® development. The methodology of estimating loss reserves
is periodically reviewed to ensure that the key assumptions used in the actuarial models continue to be appropriate.

The foreign exchange revaluation is the result of movement in OSLR reserves that are reported in foreign
currencies and translated into U.S. dollars. IBNR reserves are recorded in U.S. dollars so there is no foreign
exchange rz2valuation.

5. CEDED REINSURANCE

The Company purchases reinsurance to reduce its net exposure to losses. Reinsurance provides for recovery of
a portion of gross losses and loss expenses from its reinsurers. The Company remains liable to the extent that its
reinsurers clo not meet their obligations under these agreements and the Company therefore regularly evaluates the
financial condition of its reinsurers and monitors concentration of credit risk. The Company believes that as of
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5. CEDED REINSURANCE — (continued)

December 31. 2006 its reinsurers are able to meet. and will meet, all of their obligations under the agreements. The
amount of reinsurance recoverable is as follows:

2006 2005
OSLRrecoverable. . ........ ... ... .. . . $303,945  $256,404
IBNR recoverable . .. ... .. ... ... 385,160 459,929
Reinsurance recoverable . ... ... ... . ... ... .. ... . ... ... .. ... $689.105  $716,333

The Company purchases both facultative and treaty reinsurance. For facultative reinsurance, the amount of
reinsurance recoverable on paid losses as of December 31, 2006 and 2005 was $3.726 and $4.729, respectively. For
treaty reinsurance. the right of offset between losses and premiums exists within the treaties. As a result, the net
balance of reinsurance recoverable from or payable to the reinsured has been included in insurance balances
receivable or reinsurance balances payable, respectively, on the consolidated balance sheets. The amounts
representing the reinsurance recoverable on paid losses included in these balances as of December 31, 2006
and 2005 were $43.966 and $39.770, respectively.

Direct. assumed and ceded net premiums written and earned, and losses and loss expenses incurred for the
years ended December 31, 2006, 2005 and 2004 are as follows:

Losses and
Premiums Premiums Loss
Written Earned Expenses
December 31, 2006
Direct ............... FE $1,086.290 $1,051,317  $ 699528
Assumed . . ... ... L 572,735 533,089 284.368
Ceded .. ... ... (352.429) (332.396) (244.,763)

$1.306,596  $1,252010 § 739,133

December 31, 2005

DHEC . e $1,045.954  $1.130.020  $1.370.816
Assumed . ... 514.372 485.733 575.905
Ceded ... ..o (338375)  (344,242)  (602,121)

$1,221,951  $1.271.511  $1,344.600

December 31, 2004

Direct .. ... $1,300.077 $1,275.346  $ 956,173
Assumed .. ... 407,915 362,760 257,278
Ceded . ... ... . . (335,332) (312,649 (200,097)

$1.372.660 $1,325457  $1,013,354

Of the premiums ceded during the years ended December 31, 2006, 2005 and 2004, approximately 40%, 46%
and 44%, respectively, were ceded to two reinsurers.

6. DEBT AND FINANCING ARRANGEMENTS

On March 30, 2005, the Company entered into a seven-year credit agreement with the Bank of America, N.A.
and a syndicate of commercial banks. The total borrowing under this facility was $500,000 at a floating rate of the
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6. DEBT AND FINANCING ARRANGEMENTS — (continued)

appropriate LIBOR rate as periodically agreed to by the Company and the Lenders, plus an applicable margin based
on the Company’s financial strength rating from A.M. Best Company, Inc. Included in interest expense in the
consolidated statement of operations and comprehensive income is the interest expense for this facility in the
amount of $15.425 and $15.469, and related loan arrangement fee expense of $724 and $146 for the years ended
December 31, 2006 and 2005, respectively.

In July 2006, in accordance with the terms of this credit agreement, $157.925 of the net proceeds from the 1PO
and the exercise of the underwriters’ over-allotment option were used 1o pre-pay a portion of the outstanding
principal.

On Jely 21, 2006, the Company issued $500,000 aggregate principal amount of 7.50% Senior Notes due
August 1, 2016 (*Senior Notes™), with interest on the notes payable on August | and February | of each year,
commencing on February 1. 2007. The Senior Notes were offered by the underwriters at a price of 99.707% of their
principal amount. providing an effective yield to investors of 7.542%. The Company used a portion of the proceeds
from the Senior Notes to repay the remaining amount of the credit agreement described above as well as to provide
additional capital to its subsidiaries and for other general corporate purposes. As of December 31, 2006, the fair
value of the Senior Notes as published by Bloomberg L.P. was 108.533% of their principal amount, providing an
effective vield of 6.300%. Included in interest expense in the consolidated statement of operations and compre-
hensive income for the year ended December 31, 2006, is the interest expense of $16,250, the amortization of the
discount in the amount of $41. and the amortization of offering costs amounting to $126. Interest payable on the
Senior Notes at December 31, 2006 was $16,230 and is included in accounts payable and accrued liabilities on the
consolidated balance sheet.

The Senior Notes can be redeemed by the Company prior to maturity subject to payment of a “make-whole”
premium. ‘The Company has no current expectations of calting the notes prior to maturity. The Sentor Notes contain
certain covenants that include (i) limitation on liens on stock of designated subsidiaries; (ii) limitation as to the
dispositior. of stock of designated subsidiaries; and (iii) limitations on mergers, amalgamations, consoelidations or
sale of assets.

Events of default include (i) the default in the payment of any interest or principal on any outstanding notes,
and the continuance of such default for a period of 30 days: (ii} the default in the performance, or breach, of any of
the covenants in the indenture (other than a covenant added solely for the benefit of another series of debt securities)
and continuance of such defauit or breach for a period of 60 days after the Company has received written notice
specifying such default or breach; and (iii) certain events of bankruptcy, insolvency or reorganization. Where an
event of default occurs and is continuing, either the trustee of the Senior Notes or the holders of not less than 25% in
principal amount of the Senior Notes may have the right to declare that all unpaid principal amounts and accrued
interest then outstanding be due and payable immediately.

7. TAXATION

Under current Bermuda law, Holdings and its Bermuda domiciled subsidiaries are not required to pay taxes in
Bermuda on either income or capital gains. Holdings and AWAC have received an assurance from the Minister of
Finance of Bermuda under The Exempted Undertakings Tax Protection Act 1966 of Bermuda that in the event of
any such tixes being imposed. Holdings and AWAC will be exempted until 2016. Certain subsidiaries of Holdings
operate in. and are subject to taxation by, other jurisdictions. The expected tax provision has been calculated using
the pre-1ax accounting income in each jurisdiction multiplied by that jurisdiction’s applicable statutory tax rate.
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7. TAXATION — (continued)

Income tax expense (recovery} for the years ended December 31, 2006, 2005 and 2004 are as follows:

2006 2005 2004
Current income [ax expense (TeCOVEry}, . . .. ... oot eeen.an $6,102 %1715 $ 610
Deferred income tax (recovery) eXpense. . ... .......o.vennn... (L1 1,271 2,790)
Income tax expense (IFECOVEIY). . . .. .. ov e i $4991 § (44d) $(2.180)

The current income tax asset has been included in other assets on the consolidated balance sheets. The total
income tax balances included on the balance sheet as at December 31, 2006 and 2005 are as follows:

2006 2003
Current income tax asSel. . . . . . . . . $ 46  $4.714
Net deferred tax assets . . .. .. e e 5,094 3,802

$5.140  $8,516

Deferred income taxes reflect the tax impact of temporary differences between the carrying amounts of assets
and liabilities for financial reporting and income tax purposes. The significant components of the net deferred 1ax
assets as of December 31, 2006 and 2005 are as follows:

_2006 2005
Unearned Premiumm .. ..u vt v e e et e e e e e e $ 961 § 761
Unrealized depreciation and timing difference on investments. . .. ... ........ 562 904
Realized gains. . . . o e e 686 379
Reserve for losses and loss expenses ... ... ... i 3,470 3,465
Unrealized translation . .. ... ... . . . . . (605) (1,856)
Other deferred tax assets ... .. ... ., e 20 149

$5.094  $3.802

Management believes it is more likely than not that the tax benefit of the net deferred tax assets will be realized.

The actual income tax rate for the years ended December 31, 2006, 2005 and 2004, differed from the amount
computed by applying the effective rate of 0% under the Bermuda law to income before income taxes as a result of
the following:

2006 2005 2004

Income (Jossybefore taxes. . ... ... ... . . ... ... ... ... .. $447.829  $(160,220)  $194 993

Expected tax rate .. ... ..o e e 0.0% 0.0% 0.0%
Foreign taxes at local expected tax rates .. ............... 1.1% 0.9% {1.1Y%
Statutory adjustments . ......... ... 0.0% (1.5)% (0.)%
Disallowed expenses and capital allowances. .. ............ 0.0% 0.0% 0.1%
Prior year refunds and adjustments .. ................... (0.1)% 0.9% (0. 1%
Other ... .. 0.1% 0.0% 0.1%
Effective tax rate . . .. .......... . .. ... 1.1% 0.3% (1.1)%




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars, except share and per share amounts)
8. SHAREHOLDERS’ EQUITY
a) Authorized Shares

The authorized share capital of the Company as at December 31, 2006 and 2005 was $10.000. The issued share
capital consists of the following:

2006 2005
Common shares issued and fully paid, par value $0.03 per share . . . .. 60,287.696 50,162,842
Share capital atend of year . ........ ... ... . .. e s 1.809 % 1,503

As of December 31, 2006, there were outstanding 30,720,13} voting common shares and 29,567,565 non-
voling common shares.

In connection with the IPO, a 1-for-3 reverse stock split of the Company’s common shares was consummated
on July 7, 2006. All shure and per share amounts related to common shares have been restated to reflect the reverse
stock split.

b) Share Warrants

In conjunction with the private placement offering at the formation of the Company. the Company granted
warrant agieements to certain founding shareholders to acquire up to 5,500,000 common shares at an exercise price
of $34.20 per share. These warrants are exercisable in certain limited conditions. including a public offering of
common shares, and expire November 21, 201 1. Any cash dividends paid to shareholders do not impact the exercise
price of $34.20 per share for these founder warrants. There are various restrictions on the ability of shareholders to
dispose of their shares.

c) Dividends

In March 2005 the Company declared a cash dividend to common shareholders totaling $499,800. On
November 8. 2006. the Company declared a quarterly dividend of $0.15 per common share payable on Decem-
ber 21, 2005 to the shareholders of record on December 5, 2006. As of December 31, 2006, all dividends have been
paid to shareholders of record.

9. EMPLOYEE BENEFIT PLANS
a) Employee Stock Option Plan

In 2001. the Company implemented the Allied World Assurance Holdings, Ltd 2001 Employee Warrant Plan,
which, afte: Holdings® special general meeting of shareholders on June 9, 2006 and its PO on July 11, 2006, was
amended and restated and renamed the Allied World Assurance Company Holdings, Ltd Amended and Restated
2001 Employee Stock Option Plan (the “Plan™). The Plan was converted into a stock option plan as part of the [PO
and the warrants that were previously granted thereunder were converted to options and remain outstanding with the
same exercise price and vesting period. Under the Plan, up to 2,000,000 common shares of Holdings may be issued.
These opticns are exercisable in certain limited conditions, expire after 10 years, and generally vest pro-rata over
four years from the date of grant. During the period from November 13, 2001 to December 31, 2002, the exercise
price of the options issued was $24.27 per share, after giving effect to the extraordinary dividend described below.
The exercise prices of options issued subsequent to December 31, 2002 and prior to the IPO were based on the per
share boak value of the Company. In accordance with the Plan, the exercise prices of the options issued prior to the
declaration of the extraordinary dividend in March 2005 were reduced by the per share value of the dividend
declared. The exercise price of options issued subsequent to the [PO are determined by the compensalion committee
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9. EMPLOYEE BENEFIT PLANS — (continued)
a) Employee Stock Option Plan — (continued)

of the Board of Directors but shall not be less than 100% of the fair market value of the common shares of Holdings
on the date the option award is granted.

2006 2005 2004
Outstanding at beginning of year. ... ................. 1.036,322 788.162 697.827
Granted . ..., ... ... . 179,328 255,993 91,668
Exercised . . ... .. . . . .. (10,118) — —
Forfeited . ... ... ... ... . .. ... (9.542) (7.833) (1.333)
Outstanding atend of year . . ... ........... ........ 1,195,990 1,036,322 788.162
Weighted average exercise price per option .. ........... $ 27159 F 2726 % 3590

The following table summarizes the exercise prices for outstanding employee stock options as of
December 31, 2006.

Weighted Average

Options Remaining Options
Exercise Price Range Qutstanding Contractual Life Exercisable
$2361-32694 ... ... 554,584 5.42 years 529,442
$28.08 - 33047 .. ... 428,661 8.14 years 154,584
$3077-835.00 . 200,745 8.16 years 49.965
SA1.00 . ... 6,000 9.86 years —
1.195.990 733.991

Prior to the second quarter of 2006, the calculation of the compensation expense assoclated with the options
had been made by reference to the book value per share of the Company as of the end of each period, and was
deemed to be the difference between such book value per share and the exercise price of the individual options. The
book vatue of the Company approximated its fair value. The use of a fair value other than the book value was first
implemented for the period ended June 30, 2006. The fair value of each option granted was determined at June 30,
2006 using the Black-Scholes option-pricing model. Although the PO was subsequent 1o June 30, 2006, the best
estimate of the fair value of the common shares at that time was the IPO price of $34.00 per share. This amount was
used in the model for June 30. 2006, and the Plan was accounted for as a “liability plan™ in accordance with
FAS 123(R). The compensation expense recorded for the period ending June 30. 2006 included a one-time expense
of $2.582, which was the difference between the fair value of the options on June 30, 2006 using the Black-Scholes
option-pricing model and the amount previously expensed.

The combined umendment to the Plan and the IPO of the Company constituted a “modification” to the Plan in
accordance with FAS 123(R). Accordingly, the options outstanding at the time of the IPO were revalued using the
Black-Scholes option-pricing model. The amendments to the Plan qualifies it as an “equity plan’™ in accordance with
FAS 123(R) and as such, current liabilities have been, and future compensation expenses will be, included in
additional paid-in capital on the consolidated balance sheets.

F-25




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(Expressed in thousands of United States dollars, except share and per share amounts)

9. EMPLOYEE BENEFIT PLANS — (continued)
a) Employee Stock Option Plan — (continued)

Assumptions used in the option-pricing model for the options revalued at the time of the [PQ. and for those
issued subsequent to the 1IPO are as follows:

Options revalued Options granted

al the time of after the 1PO and
the IPO on prior to
July 11, 2006 December 31, 2006
Expected termof option . ... .. oo 6.25years 6.25years
Weighted uverage risk-free interest rate ... ... ... .. ... 5.11% 4.64%
Weighted average expected volatility .. ................... 23.44% 23.68%
Dividend yield .. ... . 1.50% 1.50%

There is limited historical data available for the Company to base the expected term of the options. As these
options are considered to have standard characteristics, the Company has used the simplificd method to determine
expected life as set forth in the SEC’s Staff Accounting Bulletin 107. Likewise. as the Company recently became a
public company in July 2006, there is limited historical data available to it ont which to base the volatility of its stock.
As such, th: Company used the average of five volatility statistics from comparable companies in order to derive the
volatility values above. The Company has also assumed a 0% forfeiture rate in determining the compensation
expense. This assumption implies that all outstanding options are expected to fully vest over the vesting periods.

Compensation costs of $3.164, $2,373 and $1,995 relating to the options have been included in general and
administrative expenses in the Company's consolidated statement of operations for the years ended December 31.
2006, 2005 and 2004, respectively. As of December 31, 2006, the Company recorded in additional paid-in capital on
the consolidated balance sheets an amount of $9,349 in connection with all options granted. This amount includes a
one-time adjustment of $6,185 to re-class the Plan as an “equity plan” in accordance with FAS 123(R). As of
December 31, 2005, the Company had recorded in accounts payable and accrued liabilities on the consolidated
balance sheets an amount of $6.185 in connection with all options granted to its employces.

As of December 31, 2006, there was remaining $4,088 of total unrecognized compensation costs related to
non-vested options granted under the Plan. These costs are expected to be recognized over a weighted-average
period of 1,93 years. The total intrinsic value for options exercised during the year ended December 31, 2006 was
$141. There were no options exercised during the year ended December 31, 2005. The total intrinsic value for
options vested at December 31, 2006 was $12,962.

b) Stock Incentive Plan

On February 19. 2004, the Company implemented the Allied World Assurance Holdings, Ltd 2004 Swock
Incentive Flan which, after Holdings' special general meeting of shareholders on June 9, 2006 and the 1PO on
July 11, 2006, was amended and restated and renamed the Allied World Assurance Company Holdings, Ltd
Amended znd Restated 2004 Stock Incentive Plan (the “Stock Incentive Plan™). The Stock Incentive Pian provides
for grants cf restricted stock, RSUs. dividend equivalent rights and other equity-based awards. A total of 2,000,000
common shares may be issued under the Stock Incentive Plan. To date only RSUs have been granted. These RSUs
generally vestin the fourth or fifth year from the original grant date, or pro-rata over four years from the date of the
grant.
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Y. EMPLOYEE BENEFIT PLANS — (continued)

b) Stock Incentive Plan — (continued)

2006 2005 2004
Outstanding RSUs at beginning of year .., .............. ... . . 127,163 90.833 —
RSUs granted . .. ... .. .. . 586,708 36330 90,833
RSUsfully vested . .. ... ... (1,666) — —
RSUs forfeited ... ... ... . {7,833) — —
QOuistanding RSUs atend of year . . ... .. ... . ... .. ......... 704,372 127.163 90,833

For those RSUs outstanding at the time of the amendment, the modification to the Stock Incentive Plan
required a revaluation of the RSUs based on the fair market value of the common shares at the time of the IPO. The
vesting period remained the same. The compensation expense for the RSUs on a going-forward basis is based on the
fair market value per common share of the Company as of the respective grant dates and is recognized over the
vesting period. The modification of the Stock Incentive Plan changed the accounting from a liability plan to an
equity plan in accordance with FAS 123(R). As such, al! accumulated amounts due under the Stock Incentive Plan
were transferred to additional paid-in capital on the consolidated balance sheet.

Compensation costs of $3,759, $706 and $566 relating to the issuance of the RSUs have been recognized in the
Company’s consolidated statements of operations for the years ended December 31, 2006, 2005 and 2004,
respectively. The determination of the RSU expenses for 2005 and 2004 were based on the Company’s book value
per share at December 31, 2005 and 2004, respectively, which approximated fair value, The RSUs vested in 2006
had a value of $71 at the time of vesting, based on a market value per share of $42.35.

As of December 31, 2006, the Company recorded $5,031 in additional patd-in capital on the consolidated
balance sheets in connection with the RSUs awarded. As of December 31, 20035, the Company had recorded in
accounts payable and accrued liabilities on the consolidated batance sheets an amount of $1,273 in connection with
the RSUs awarded. As of December 31, 2006, there was remaining $19,020 of total unrecognized compensation
costs related to non-vested RSUs awarded. These costs are expected to be recognized over a weighted-average
period of 3.5 years. Based on a December 31, 2006 market value of $43.63 per share, the outstanding RSUs had an
intrinsic value of $30,732 as at December 31, 2006.

¢} Long-term Incentive Plan

On May 22, 2006, the Company implemented the LTIP, which provides for performance based equity awards
to key employees in order to promote the long-term growth and profitahility of the Company. Each award represents
the right to receive a number of common shares in the future, based upon the achievement of established
performance criteria during the applicable three-year performance period. A total of 2,000,000 common shares may
be issued under the LTIP. As of December 31, 2006, 228,334 of these performance based equily awards have been
granted, which will vest after the fiscal year ending December 31, 2008 in accordance with the terms and
performance conditions of the LTIP.

2006

Outstanding LTIP awards at beginning of year .. ........... ... ... .............. —
LTIP awards granted . ... ... . . . e e 228.334
LTIP awards forfeited. . ... ... ... . . . e —

Outstanding LTIP awards atend of year . ... ....... ... ... ... ... .. ... ..... ... 228,334
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9. EMPLOYEE BENEFIT PILANS — (continued)
¢} Long-term Incentive Plan — (continued)

Compensation expense of $3.882 has been recognized in the Company s consolidated financial statements for
the year ended December 31, 2006. The compensation expense for the LTIP is based on the Company’s IPO price
per share of $34.00. The LTIP is deemed to be an equity plan and as such, $3.882 has been included in additional
paid-in capital on the consolidated balance sheets. As of December 31, 2006, there was remaining $7.763 of total
unrecognized compensation costs related to non-vested LTIP awards. These costs are expected to be recognized
over a period of two years, Based on a December 31, 2006 market value of $43.63 per share. the outsianding LTIP
awards had an intrinsic value of $14,943 as at December 31, 2006.

[n calculating the compensation expense, and in the determination of share equivalents for the purpose of
calculating diluted earnings per share, it is estimated that the maximum performance goals as set by the LTIP are
likely to be achieved over the performance period. The performance period for the LTIP awards issued to date is
defined as the three consecultive fiscal-year period beginning January |, 2006. The expense is recognized over the
performance period.

d) Pension Plans

Eftective January 1, 2002, the Company adopted defined contribution retirement plans for its employees and
officers. Pursuant to the employees’ plan, each participant can contribute 5% or more of their salary and the
Company will contribute an amount equal to 5% of each participant’s salary. Officers are also eligible to participate
in one of various supplementary retirement plans, in which each participant may contribute up o 25% of their
annual buse salary. The Company will contribute to the officer plans an amount equal to 10% of each officer’s
annual base salary. Base salary is capped at $200 per year for pension purposes. The amount that an individual
employee or officer can contribute may also be subject to any regulatory requirements relating to the country of
which the individual is a citizen. The amounts funded and expensed during the years ended December 31, 2006,
2005 and 2004 were $2.864. $1.885 and $1.514, respectively.

10. EARNINGS PER SHARE

The following table sets forth the comparison of basic and diluted earnings per share:

2006 2005 2004
Basic earnings per share
Netincome (FosS) .. ... ... e $ 442838 § (159776) $ 197.173
Waighted average common shares outstanding . . . . . 54.746.613 50.162.842 50.162.842

Busic earnings (loss) per share . ............... $ 809 § 3.1 $ 3.03
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10. EARNINGS PER SHARE — (continued)

2006 2005 2004
Diluted earnings per share

Net income (loss) . ....... ... ... ........ $ 442838 § (159.776) $ 197,173
Weighted average common shares outstanding . . . .. 54.746,613 50,162,842 50.162,842
Share equivalents:
Options and warrants .. ..................... 1,630,501 — 1,209,564
Restricted stock units . ... . ... . ... ..., 438,370 — 52,983
LTIP awards . . . ... ... ... .. . . 299 688 — —
Weighted average common shares and common

share equivalents outstanding — diluted . . . .. . .. 57,115,172 50,162,842 51,425,389
Diluted earnings (loss) per share . ... ........... $ 775 8% 3.19) % 3.83

No common share equivalents were included in calculating the diluted earnings per share for the year ended
December 31, 2005 as there was a net loss for this year, and any additional shares would prove to be anti-dilutive. As
a result, a total of 6,536,322 warrants and 127,163 RSUs have been excluded from this calculation.

11. RELATED PARTY TRANSACTIONS
a) Administrative Services

Since November 21, 2001, the Company has entered into administrative services agreements with various
subsidiaries of American International Group, Inc. (“AIG™). a shareholder of the Company. Until December 31,
2003, the Company was provided with administrative services under these agreements for a fee based on the gross
premiums written by the Company. Included in general and administrative expenses in the consolidated statements
of operations and comprehensive income are expenses of $36,853 and $33,999 incurred for these services during
the years ended December 31. 2005 and 2004, respectively. Effective December 31. 2005, the administrative
services agreement covering Holdings and its Bermuda domiciled companies was terminated with an anticipated
termination fee of $5.000. A final termination fee of $3,000 was agreed to and paid on Apnil 25, 2006, and recorded
in the second quarter of 2006. The amount was less than the $5,000 accrued and expensed for the year ended
December 31, 2005. Accordingly, a reduction in the estimated expense in the amount of $2.000 is included in
general and administrative expenses for the year ended December 31, 2006.

Effective January 1, 2006. the Company entered into short-duration administrative service agreements with
these AIG subsidiaries that provided for a more limited range of services on either a cost-plus or a flat fee basis,
depending on the agreement. Expenses of $3.405 were incurred for services under these agreements for the year
ended December 31, 2006. Amounts payable to various AIG subsidiaries with respect to the administrative service
agreements were $800 and $11.622 as of December 31, 2006 and 2003. respectively. The services no longer
included as part of these agreements are provided internalty through additional Company staft and infrastructure.

b) Investment Management Services

The Company has entered into investment management agreements with affiliates of Goldman, Sachs & Co.
("Goldman Sachs”), a shareholder of the Company, pursuant to which Goldman Sachs provides investment
advisory and management services, These investment management agrecments may be lerminated by either party
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11. RELATED PARTY TRANSACTIONS — (continued)

b) Investment Management Services — {(continued)

subject to specified notice requirements. The Company has agreed to pay fees to Goldman Sachs based on a
percentage of the average month end market value of the total investment portfolio.

Expenses of $4,3503, $3.958 and $3.351 were incurred for services provided by Goldman Sachs companies
under these agreements during the years ended December 31, 2006, 2005 and 2004, respectively. Of these amounts,
$1,339 and $1.889 were payable as of December 31, 2006 and 2005, respectively.

Goldman Sachs companies also provide management services for three of the four hedge fund investments, as
well as the global high-yield bond fund held by the Comipany. Fees based on management and performance totaling
$2.862, $6,849 and $579 were incurred for these services for the years ended December 31, 2006, 2005 and 2004,
respectively.

The fourth hedge fund is managed by an indirect, wholly-owned subsidiary of AIG. Total expenses incurred for
these services amounted to $948, $560 and $407 for the years ended December 31, 2006, 2005 and 2004,
respectively.

¢) Investment Banking Services

Pursuant to the Placement Agency Agreement, dated October 25, 2001. among the Company and AIG, The
Chubb Corporation and GS Capital Partners 2000, L.P., each being a shareholder of the Company, in the event that
the Company determine to undertake any transaction in connection with which the Company will utilize investment
banking or financial advisory services, it has been agreed to offer Goldman Sachs directly or one of its affiliates the
right to act in such a transaction as sole lead manager or agent in the case of any offering or placement of securities,
lead arranger, underwriter and syndication agent in the case of any syndicated bank loan, or as sole advisors or
dealer managers, as applicable in the case of any other transaction. These banking rights of Goldman Sachs shall
terminate if GS Capital Partners 2000, L.P. cease to retain in the aggregate ownership of at least 25% of its original
shareholding in the Company, or upon the second anniversary of the 1PO. In July 2006 Goldman Sachs was a lead
managing underwriter for the IPO and offering of the Senior Notes. The aggregate fees for the year ended
December 31, 2006 were $26.,475.

d) Assumed Business and Broker Services

The Company assumed premiums through brokers related to sharcholders of the Company. The total
premiums assumed through and brokerage fees and commissions paid to these related parties, and the estimated
losses related to such premiums based on the Company’s loss ratios, are as follows;

2006 2005 2004
Gross premiums assumed . ... ... .. . e $26,977 360,774  $333,730
Brokerage and commissions. . . ... ... ... .. .. 3,995 8,868 23,325
Net losses and loss expenses ........... ... 15916 64,238 255,303

The Company also provides reinsurance and insurance to entities related to shareholders of the Company. Total
premiums assumed on this business, and the estimated related losses based on the Company’s loss ratios are as
follows:

2006 2005 2004
Gross premiums assumed . .. ... L o o $105971  $85.477  $92.341
Net losses and loss expenses .. ............... .. ......... 62,523 90,349 70,641
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1l. RELATED PARTY TRANSACTIONS — (continued)
d) Assumed Business and Broker Services — (continued)

The total insurance balances receivable due from related parties as of December 31. 2006 and 2005 are $16.365
and $3.0606. respectively.

e} Ceded Premiums

Of the premiums ceded during the years ended December 31, 2006, 2005 and 2004, the following amounts
were ceded to reinsurers related to shareholders:

2006 2005 2004

Premiums ceded ... ... $12.727  $27.755  $22.441

Reinsurance recoverable from related parties as of December 31, 2006 and 2005 was $8,206 and $346,
respectively,

D Underwriting Services

Effective December I, 2001, as amended, the Company entered into an exclusive underwriting agency
agreement with [IPCRe Underwriting Services Limited (“IPCUSL™), to solicit, underwrite, bind and administer
property catastrophe treaty reinsurance. AlG. one of the Company’s principal shareholders. was also a principal
shareholder of IPC Holdings, Ltd.. the parent company of IPCUSL, until August 2006. IPCUSL received an agency
commission of 6.5% of gross premiums written on behalf of the Company. On December 5, 2006, the Company
mutually agreed with IPCUSL to an amendment to the underwriting agency agreement, pursuant to which the
parties terminated the underwriting agency agreement effective as of November 30, 2006. In accordance with this
amendment, the Company agreed to pay IPCUSL a $400 early termination fee. $250 of which was immediately
payable, and $75 of which is payuable on each of December 1, 2007 and 2008, respectively. The Company will also
continue to pay to IPCUSL any agency commissions due under the underwriting agency agreement for any and all
business bound prior to November 30, 2006, and IPCUSL will continue to service such business until November 30,
2009 pursuant to the underwriting agency agreement. As of December 1, 2006, the Company began to produce,
underwrite and administer property catastrophe treaty reinsurance business on its own behalf,

Gross premiums written on behalf of the Company by {PCUSL. and related acquisition costs and losses
incurred by the Company are as follows:

2006 2005 2004

Gross premiums written $52,141  § 82969 § 68.026
ACqUISIION COSIS . . . ... oo (8,791) (12.994) (4.496)
Net losses and loss expenses ... ... ... ... ... ... .. 7.571 (231.971) {44,896)
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il. RELATED PARTY TRANSACTIONS — (continued)
g) Ofjice Space

On November 29, 2006, the Company entered into a lease with American International Company, Limited
("AICL), a subsidiary of AIG, whereby the Company agreed to lease from AICL newly constructed office space in
Bermuda that shall serve as the Company’s corporate headquarters. The initial term of the lease is for 15 years
commencing October |, 2006 with an option to extend for an additional 10-year period, after which time the lease
expires. For the first five years under the lease, the Company shall pay an aggregate monthly rent and user fees of’
approximately $393. The aggregate monthly rent is determined by price per square foot that varies based on the
floor being rented. In addition to the rent, the Company will also pay certain mainienance expenses.

Effective as of October 1, 2011 and on each five-year anniversary date thereafter (each a “Review Date™), the rent
payable under the lease will be mutually agreed to by the Company and AICL. If as of a Review Date the Company
and AICL cannot agree on such terms, then the rent payable under the lease shall be determined by an arbitrator based
on open market rental rates at such time, provided however, that the rent shall not decrease. The user fee will be
increased by the percentage rate increase that the Company pays for renting the second floor of the premises.

12. COMMITMENTS AND CONTINGENCIES
a) Concentrations of Credit Risk

Cradit risk arises out of the failure of a counterparty to perform according to the terms of the contract. The
Company is exposed 1o credit risk in the event of non-performance by the counterparties to the Company’s foreign
exchange forward contracts and interest rate swaps. However, because the counterparties to these agreements are
high-quality international banks, the Company does not anticipate any non-performance. The difference between
the contract amounts and the related market values is the Company’s maximum credit exposure.

As of December 31. 2006 and 2003, substantially all of the Company’s cash and investments were held with
one custodian.

As of December 31, 2006 and 2005, 63% and 68%, respectively. of reinsurance recoverable, excluding
IBNR ceded, was recoverable from two reinsurers, one of which is rated A+ by A.M. Best Company. while the other
is rated A. The Company believes that these reinsurers are able to meet, and will meet, all of their obligations under
their reinsurance agreements.

Insurance balances receivable primarily consist of net premiums due from insureds and reinsureds. The
Company believes that the counterparties to these receivables are able to meet, and will meet. all of their
obligations. Consequently. the Company has not included any allowance for doubtful accounts against the
receivable balance.
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12. COMMITMENTS AND CONTINGENCIES — (continued)
b) Operating Leases

The Company leases office space under operating leases expiring in various years through 2021. The Company
also leuses an aircraft through 2011, The following are future minimum rental payments as of December 31, 2006:

00T 5 8.068
O 7,692
200y 7.585
20 e 7,463
L R 7.254
2012 through 2022 . 60,378

$98.440

Total rental expenses for the years ended December 31, 2006, 2005 and 2004 were $6.602. $3.082 and $2.107.
respectively.

c) Brokers

For the year ended December 31. 2006, three brokers individually accounted for 10% or more of total
premiums written. These three brokers accounted for 32%. 19% and 10% of premiums written. respectively. For the
years ended December 31, 2005 and 2004, two brokers individually accounted for 10% or more of total premium
written. One broker accounted for 35% and 31%. while the other accounted for 22% and 20%, of total premiums
written for the years ended December 31, 2005 and 2004, respectively. Each of these brokers intermediate on
business written in all three segments, namely property. casualty and reinsurance.

d) Legal Proceedings

On or about November 8. 2005, the Company received a Civil Investigative Demand (“CID™) from the
Antitrust and Civil Medicaid Fraud Division of the Office of the Attorney General of Texas relating to an
nvestigation into (1) the possibility of restraint of trade in one or more markets within the State of Texas arising out
of the Company’s business relationships with AIG and Chubb, and (2) certain insurance and insurance brokerage
practices. including those relating to contingent commissions and false quotes, which are also the subject of
industry-wide investigations and class action litigation. Specifically, the CID seeks information concerning the
Company’s relationship with investors, and in particular, AIG and Chubb. including their role in the Company’s
business. sharing of business information and any agreements not to compete. The CID also seeks information
regarding (i) contingent commission, placement service or other agreements that the Company may have had with
brokers or producers, and (ii) the possibility of the provision of any non-competitive bids by the Company in
connection with the placement of insurance. The Company is cooperating in this ongoing investigation, and have
produced documents and other information in response to the CID. Based on discussions with representatives of the
Auorney General of Texas. the investigation is currently expected to proceed to a settlement. This is likely to result
in certain payments that would be adverse to the Company. Based on these discussions, the Company has reserved
$2.100 for settlement payments to be made to State of Texas. The outcome of the investigation may form a basis for
investigations. civil litigation or enforcement proceedings by other state regulators, by policyholders or by other
private partics, or other voluntary settlements that could have a negative effect on the Company.

On Aprit 4. 2006. a complaint was filed in the U.S. District Court for the Northern District of Georgia (Atlanta
Division) by a group of several corporations and certain of their related entities in an action entitled New Cingular
Wireless Headquarters, LLC et al. as plaintiffs. against certain defendants. including Marsh & McLennan
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12. COMMITMENTS AND CONTINGENCIES — (continued)
d) Legal Proceedings — (continued)

Companies, Inc., Marsh Inc. and Aon Corporation, in their capacities as insurance brokers, and 78 insurers.
including AWAC.

The action generally relates 1o broker defendants’ placement of insurance contracts for plaintiffs with the
78 insurer defendants. Plaintiffs maintain that the defendants used a variety of illegal schemes and practices
designed to, among other things, allocate customers, rig bids for insurance products and raise the prices of insurance
products patd by the plaintiffs. In addition, plaintiffs allege that the broker defendants steered poticyholders’
business to preferred insurer defendants. Plaintiffs claim that as a result of these practices, policyholders either paid
more for insurance products or received less beneficial terms than the competitive market would have charged. The
eight ccunts in the complaint aliege, among other things, (i) unreascenable restraints of trade and conspiracy in
violation of the Sherman Act, (ii) violations of the Racketeer Influenced and Corrupt Organizations Act, or RICO,
(iii) that broker defendants breached their fiduciary duties to plaintiffs, (iv) that insurer defendants participated in
and induced this alleged breach of fiduciary duty, (v) unjust enrichment, (vi) commen law fraud by broker
defendants and (vii) statutory and consumer fraud under the laws of certain U.S. states. Plaintiffs scek equitable and
legal remedies, including injunctive relief, unquantified consequential and punitive damages, and treble damages
under the Sherman Act and RICO. On October 16, 2006, the Judicial Panel on Muitidistrict Litigation ordered that
the litigation be transferred to the U.S. District Court for the District of New Jersey for inclusion in the coordinated
or consolidated pretrial proceedings occurring in that court. Neither the Company nor any of the other defendants
have responded to the complaint. Written discovery has begun but has not been completed. While this matter is inan
early stagz, and it is not possible to predict its outcome, the Company does not currently belicve that the cutcome
will have a material adverse effect on the Company’s operations or financial position.

The Zompany may become involved in various claims and legal proceedings that arise in the normal course of
business, which are not likely to have a material adverse effect on the results of operations.

13. STATUTORY CAPITAL AND SURPLUS

Holcings’ ability to pay dividends is subject to certain regulatory restrictions on the payment of dividends by
its subsidiaries. The payment of such dividends is limited by applicable laws and statutory requirements of the
jurisdictions in which Holdings and its subsidiaries operate.

The Company’s Bermuda subsidiary, AWAC, is registered under the Bermuda Insurance Act 1978 and Related
Regulations (the “Act”) and is obliged to comply with various provisions of the Act regarding solvency and
liquidity. Under the Act, this subsidiary is required to maintain minimum statutory capital and surplus equal to the
greatest of $100,000, 50% of net premiums written (being gross written premium less ceded premiums, with a
maximum of 25% of gross premiums considered as ceded premiums for the purpose of this calculation), or 15% of
the reserve for losses and loss expenses. In addition, this subsidiary is required to maintain a minimum liquidity
ratio. As of December 31, 2006 and 2005, this subsidiary had statutory capital and surplus of approximately
$2,331,2227 and $1,658,721, respectively. The Act limits the maximum amount of annual dividends or distributions
paid by this subsidiary to Holdings without notification to the Bermuda Monetary Authority of such payment {(and
in certain cases prior approval of the Bermuda Monetary Authority}. As of December 31, 2006 and 2005, the
maximum amount of dividends which could be paid without such notification was $582.806 and $414,680,
respectively. For the years ended December 31, 2006, 2005 and 2004, the statutory net income (loss) was $468,144,
($119.997) and $212,934, respectively.

The Company’s U.S. subsidiaries are subject to the insurance laws and regulations of the states in which they
are domiciled, and also states in which they are licensed or authorized to transact business. These laws also restrict
the amount of dividends the subsidiaries can pay to the Company. The restrictions are generally based on statutory
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13.  STATUTORY CAPITAL AND SURPLUS — (continued)

net income and/or certain levels of statutory surplus as determined in accordance with the relevant statutory
accounting requirements of the individual domiciliary states. The U.S. subsidiaries are required to file annual
statements with insurance regulatory authorities prepared on an accounting basis prescribed or permitted by such
authorities. Statutory accounting differs from U.S. GAAP accounting in the treatment of various items, including
reporting of investments, acquisition costs. and deferred income taxes. The U.S. subsidiaries are also required to
maintain minimum levels of solvency and liquidity as determined by law. and comply with capital requirements and
licensing rules. As of December 31, 2006 and 2005, the actual levels of solvency, liquidity and capital of each
U.S. subsidiary were in excess of the minimum levels required.

The amount of dividends that can be distributed by the U.S. subsidiaries without prior approval by the
applicable insurance commissioners is 30 and $0 for the years ended December 31, 2006 and 2005, respectively. As
of December 31, 2006 and 2003, these subsidiaries had a combined statutory capital and surplus of approximately
$95.788 and $114.659, respectively. For the years ended December 31, 2006, 2005 and 2004, the combined
statutory net income (loss) was $2.878, $7.448 und ($10.834), respectively.

The Company’s Irish insurance subsidiary. AWAC Europe. is regulated by the Irish Financial Regutator
pursuant to the Insurance Acts 1909 to 2000, the Central Bank and Financial Services Authority of Ireland Acts
2003 and 2004, and all statutory instruments relating to insurance made or adopted under the European Com-
munities Acts 1972 10 2006 (“the Irish Insurance Acts and Regulations™). This subsidiary’s accounts are prepared in
accordance with the lrish Companies Acts. 1963 to 2006 and the Irish Insurance Acts and Regulations. This
subsidiary is obliged to maintain a minimum level of capital, and a “Minimum Guarantee Fund”. The Minimum
Guarantee Fund includes share capital and capital contributions. As of December 31, 2006 and 2005, this subsidiary
met the requirements. The amount of dividends that this subsidiary is permilted to distribute is restricted to
accumulated realized profits. that have not been capitalized or distributed. less accumulated realized losses that
have not been written off. The solvency and capital requirements must still be met following any distribution. As of
December 31. 2006 and 2005, this subsidiary had statutory capital and surplus of approximately $33.756 and
$32,037, respectively. As of December 31, 2006 and 2005 the minimum capital and surplus required to be held was
$13.473 and $13.329, respectively. The statutory net income (loss) was $1.719, ($1,831) and $2,740 for the years
ended December 31, 2006, 2005 and 2004. respectively.

The Company's Irish reinsurance subsidiary, AWAC Re, in accordance with Section 22 of the Insurance Act,
1989. and the Reinsurance Regulations 1999, notified the Irish Financial Regulator of its intent to carry on the
business of reinsurance. On June 9, 2003. the Irish Financial Regulator informed this subsidiary that it had no
objections to its incorporation and the establishment of a reinsurance business. This subsidiary’s accounts are
prepared in accordance with the Irish Companies Acts, 1963 to 2006 and the Irish Insurance Acts and Regulations.
On August 18, 2004, it was granted permission under Part IV of the Financial Services and Markets Act 2000 by the
FSA to write reinsurance in the UK via its London branch, however, it was subject to whole firm supervision by the
FSA in the absence of a single common EU framework for the authorization and regulation of reinsurers. This
subsidiary is obliged to maintain a minimum level of capital, the "Required Minimum Margin™. As of Decerber 31,
2006 and 2005, this subsidiary met those requirements. The amount of dividends that this subsidiary is permiited to
distribute is restricted to accumulated realized profits that have not been capitalized or distributed. less accumulated
realized losses that have not been written off. The solvency and capital requirements must still be met following any
distribution. As of December 31, 2006 and 2003 this subsidiary had statutory capital and surplus of approximately
$45.005 and $45.588, respectively. The minimum capital and surplus requircment as of December 31, 2006 and
2005. was approximately $11.637 and $13.212. respectively. The statutory net (loss} income was ($583). ($5.916)
and $1.484 for the years ended December 31, 2006, 2005 and 2004, respectively.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars, except share and per share amounts)

13, STATUTORY CAPITAL AND SURPLUS — (continued)

As of December 31, 2006 and 2005, $1,869.319 and $1.385,241, respectively. were the total combined
minimurn capital and surplus required to be held by the subsidiaries and thereby restricting the distribution of
dividends without prior regulatory approval.

14. SEGMENT INFORMATION

The determination of reportable segments is based on how senior management monitors the Company’s
underwriting operations. The Company measures the results of its underwriting operations under three major
business categories, namely property insurance, cusualty insurance and reinsurance. All product lines fall within
these clussifications.

The property segment includes the insurance of physical property and energy-related risks. These risks
generally relate to tangible assets and are considered “short-tail” in that the time from a claim being advised to the
date when the claim is settled is relatively short. The casualty segment includes the insurance of general liability
risks., profzssional liubility risks and healthcare risks. Such risks are “long-tail” in nature since the emergence and
settlement of a claim can take place many years afier the policy period has expired. The reinsurance segment of the
Company’s business includes any reinsurance of other companies in the insurance and reinsurance industries. The
Company writes reinsurance on both a treaty and facultative basis.

Responsibility and accountability for the results of underwriting operations are assigned by major line of
business cn a worldwide basis. Because the Company does not manage its assets by segment, investment income.
interest expense and total assets are not allocated to individual reportable segments.

Manigement measures results for each segment on the basis of the “loss and loss expense ratio”, “acquisition
cost ratio”, “general and administrative expense ratio” and the “combined ratio”. The “loss and loss expense ratio”
is derived by dividing net losses and loss expenses by net premiums earned. The “acquisition cost raiio” is derived
by dividing acquisition costs by net premiums earned. The “general and administrative expense ratio” is derived by
dividing general and administrative expenses by net premiums earned. The “combined ratio” is the sum of the loss
and loss expense ratio. the acquisition cost ratio and the general and administrative expense ratio.




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Expressed in thousands of United States dollars, except share and per share amounts)
14. SEGMENT INFORMATION — (continued)

The following table provides a summary of the segment results for the years ended December 31, 2006, 2005
and 2004,

2006 Property Casualty Reinsurance Total
Gross premiums written ., . ... .. ... .. ..., $ 463903 $622387 § 572,735 $1,659,025
Net premiums written. . ... . ............. 193,655 540,980 571,961 1,306,596
Net premiums earned . . . ... ........... .. 190,784 534,294 526,932 1,252,010
Net losses and loss expenses . ... . ........ 114,994y  (331,759) (292,380 (739.133)
Acquisition costs . ... ... ..., 2,247 (30,396) (113,339) (141,488)
General and administrative expenses. . ... ... (26,294) (52,809) (26,972) (106,075)
Underwriting income . ... ... ........... 51.743 119,330 94,241 265314
Net investment income. ., . .............. 244,360
Net realized investment losses . ... ........ (28.678)
Interestexpense . .. .. ... ......... ...... (32,566)
Foreign exchange loss .. .. ... ... ...... .. (601)
Income before income taxes ... ......... $ 447829
Loss and foss expense ratio ... ... ... .. ... 60.3% 62.1% 55.5% 59.0%
Acquisition cost ratio. ... ... .. ... ... ... (1.2Y% 57% 21.5% 11.3%
General and administrative expense ratio . . . . 13.8% 5.9% 5.1% 8.5%
Combined ratio .. ...... ... .. .......... 72.9% 77.7% 82.1% 78.8%
2005 Property Casualty Reinsurance Total
Gross premiums written . ... ... ... ... .. $ 412,879 $ 633075 $514372 § 1,560,326
Net premiums written .. .. ... ..., ....... 170,781 557.622 493 548 1,221,951
Net premiums earned . ... ... . ... ... .. 226.828 581.330 463,353 1.271.511
Net losses and loss expenses .. ., ... ...... {410,265) (430,993) (503,342} (1,344.600)
Acquisition costs . .......... ... .. ... .. (5,685) (33,544) (104,198) (143,427
General and administrative expenses . ... . .. (20,261) (44.273) (29.736) (94,270
Underwriting (loss) income . ... .......... (209,383) 72,520 (173,923) {310.786)
Net investment income .. ... .. .......... 178.560
Net realized investment losses. ... ... ... .. (10,223)
Interest expense . ........... .......... (15.615)
Foreign exchange loss. . ... .. ... .. ..., .. (2.156)
Loss before income taxes ............. 5 (160.220)
Loss and loss expense ratio . . ... .., ....., 180.9% 74.1% 108.6% 105.7%
Acquisition costratio . ... ... ... ........ 2.5% 5.8% 22.5% 11.3%
General and adnrinistrative expense ratio. . . . 8.9% 7.6% 6.4% 7.4%
Combined ratio. . ........ .. ... ....... 192.3% 87.5% 137.5% 124.4%




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
{Expressed in thousands of United States dollars, except share and per share amounts)

14. SEGMENT INFORMATION — (continued)

2004 Property Casualty Reinsurance Total
Gross premiums written ... ... ... ... $ 547961 $752.116 $407915 $ 1,707,992
Net premiums written . . ... ............. 308,627 669,965 394.068 1,372,660
Net premiums earned . ... ........ ..., .. 333,172 636,262 356.023 1,325.457
Net losses and loss expenses .. ........... (320,510) (436,098 (256.746) (1,013,354)
Acquisition Costs . ....... .. ... ..., (30,425) (59,507 (80.,942) (170,874}
General and administrative expenses , .. .. .. (25,503 (39,759) (21,076) (86,338)
Underwriting (loss) income . ............. {43,266) 100,898 (2,741) 54,891
Net investment income . . ............... 128,985
Net realized investment gains .. .......... 10,791
Foreign exchange gain .. ............... 326
Income before income taxes ... ........ $ 194993
Loss and loss expense ratio. . .. .. ........ 96.2% 068.5% 72.1% 76.5%
Acquisiion costratio ... ... .. ... ... 9.1% 9.4% 22.8% 12.9%
General and administrative expense ratio . . . . 7.7% 0.2% 5.9% 6.5%
Combined ratio. . . ........ ... ......... 113.0% 84.1% 100.8% 95.9%

The following table shows an analysis of the Company’s net premiums written by geographic location of the
Company's subsidiaries for the years ended December 31, 2006, 2005 and 2004. All inter-company premiums have
been eliminated.

2006 205 2004
Bermuda . . ... .. ... $ 983532 $ 925644 § 870965
United States . . . o vt e e e e 144,694 128,039 323,375
Europe. . ...... ... .. ..., e e 178,370 168,268 178,320
Total net premiums Wrten. . ... ... .o.veine e ... $1,306,596  $1,221,951  $1,372.660

15. SUBSEQUENT EVENT

On January 18, 2007 Windstorm Kyrill swept through Europe producing widespread windstorm damage
across the United Kingdom, through Belgium and the Netherlands, Germany, Austria, Poland and the
Czech Republic. Current information indicates that this storm has caused substantial insured losses. Current
estimated losses to the Company resulting from Kyrill are expected to be between $15,000 and $25,000.




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
(Expressed in thousands of United States dollars, except share and per share amounts)
16.  UNAUDITED QUARTERLY FINANCIAL DATA

The following are the unaudited consolidated statements of income by quarter for the years ended Decem-
ber 31, 2006 and 2005:

Quarter Ended

December 31, September 30, June 30, March 31,
2006 2006 2006 2006
REVENUES:
Gross premiums written . ... .. ... ... ... .. $ 280111 $ 362478 % 518316 § 498,120
Premiums ceded ................ ... ... (69,372) (64,462) (147,978) (70,617)
Net premiums written .. ... ... .. ..... 210.739 208,016 370,338 427,503
Change in unearned premiums ... ......... 109,052 19,743 (64.821) (118.560)
Net premiums earned . . .. ...... .. .. . ... . 319.791 317,759 305.517 308,943
Net investment income. . . ............... 66,009 61,407 54,943 62,001
Net realized investment loss. . ....... ... .. {4,190) (9.080) (10.172) (5.236)
381.610 370,086 350,288 365,708
EXPENSES:
Net losses and loss expenses .. ........... 172.395 180.934 179.844 205.960
Acquisition costs .. ... ... L. 34,568 37.785 32.663 36472
General and administrative expenses. . . . . ... 33,856 25,640 26,257 20,322
Interest expense . . ..................... 9.510 9,529 7.076 6451
Foreign exchange loss (gain) ........ ... .. 1,092 (561) (475) 545
251,421 253,327 245,365 269,750
Income before income taxes. . ...... ... ... .. 130,189 116.759 104,923 95.958
Income tax expense (recovery).............. 1,827 2774 2.553 (2.163)
NETINCOME ......... ... ............ 128,362 113,985 102,370 98,121
Basic earnings per share . ... ..... .. ....... 2.13 1.95 2.04 1.96
Diluted earnings per share . .. ........... ... 2.04 1.89 2.02 1.94

Weighted average common shares outstanding .. 60,284,459 58.376.307 50.162.842 50.162.842

Weighted average common shares and common
share cquivalents outstanding . . ... ..., .. .. 02.963,243 60,451,643 50.682.557 50,485,556
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

16. UNAUDITED QUARTERLY FINANCIAL DATA — (continued)

REVENUES:

Gross premiums written . ... ... ... ...

Premiums ceded

Net premiums written

Change in unearned premiums . .. ...... ...

Net premiums earned . . . ... .. ......... .,

Net investment INCOME. . ... .............

Net realized investment (loss} gain. . .......

EXPENSES:

Net losses and loss expenses .. ..........,

Acquisition Costs . ... .. . oL .

General and administrative expenses. . ... ...

Interestexpense. . .......... .. v,

Foreign exchange loss (gain) .............

(Loss) income before income taxes ..........

Income tax expense (recovery). ... ..........

NET{(LOSS)INCOME ... ................

Basic (loss) earnings per share. .. . ... ... ...,

Diluted (loss) earnings per share .. ..........

Weighted average common shares outstanding . .

Weighted average common shares and common
share equ:valents outstanding . . .. .........

Quarter Ended

December 31, September 30, June 30, March 31,
2005 2005 2005 2005
$ 283393 § 329930 § 41675 $ 505,328
(69,822) (80,210) (121,669) (66,674)
213,571 249,720 320,006 438,654
88,461 63,556 12,091 (114.548)
302,032 313,276 332.097 324,106
50,823 47.592 39,820 40,325
(5.286) 4,152 (6.632) {2,457)
347,569 365,020 365,285 361,974
288,669 593,276 224,253 238,402
33,604 35,871 37,502 36,450
27,594 20,795 24972 20,909
5,832 5,146 4,587 50
1,670 (46) 397 135
357,369 655,042 291,711 295,946
(9,800 (290.022) 73,574 66,028
2,478 6,617) 2,027 1,668
(12,278) (283,405) 71,547 64,360
(0.24) (5.65) 1.43 1.28
(0.24) (5.65) 1.41 1.28
50,162,842 50,162,842 50,162,842 50,162,842
50,162.842 50,162,842 50,631,645 50.455.313




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

CONDENSED BALANCE SHEETS — PARENT COMPANY
as of December 31, 2006 and 2005

{Expressed in thousands of United States dollars. except share and per share amounts)

Schedule I1

2006 2005
ASSETS:
Cash and cash equivalents ... ... ... L S 99583 % 459
Investments in subsidiaries . ... .. .. L L 2,641,903 1,925,947
Balances due from subsidiaries . ... .. ... .. . ... ... ... . . 25 25
OMEr assets . .. Lo 5.612 9,463
Total assels ... ., $2,747,123  $1.935,894
LIABILITIES:
Accounts payable and accrued Tiabilies .. ... .. ... L L o L 5 196 % 698
Interest payable . ... ... ... 16,250 —
Reserve for stock compensation .. ........ ... ... ... ... .. ... .. .. .. .. .. — 7.457
Balances duc to affiliates .. ... ... . ... . . — 5,000
Balances due to subsidiaries . .. ... L 12,016 2,473
Senior notes . . . .. 498.577 —
Longtermdebt . ... .. ... — 500,000
Total labilities . ... ... 527.039 515,628
SHAREHOLDERS’ EQUITY:
Common shares, par value $0.03 per share, issued and outstanding 2006:

60.287.696 shures and 2005: 50162842 shares . . . ... ..o 1.809 1,505
Additional patd-in capital ... ... ... 1,822,607 1,488,860
Retained carnings (accumulated delicic) .. ..... ... ... .. . . . .. 389,204 (44.591)
Accumulated other comprehensive income (loss). . ... ... ... ... ... . .. ..... 6.464 (25,508)
Total shareholders” equity . . ... ... .. .. .. . .. L 2,220,084 1,420,266
Total liabilities and shareholders’ equity . ............. ... ... ... ... ..... $2,747,123  $1,935,894

See accompanying notes to the condensed financial statements
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

CONDENSED STATEMENTS OF OPERATIONS AND
COMPREHENSIVE INCOME — PARENT COMPANY
for the Years Ended December 31, 2006, 2005, and 2004
{Expressed in thousands of United States dollars)

2006 2005 2004
REVENUIS:
Net investment iNCOME. . .. .. .o et e i $ 3452 % 4  $ —
Net realized gain on interest rate swaps .. ..................... 444 4,789 —
Dividend income . . ... .. e e 15,000 17,332 20,000
18,896 22,235 20,000
EXPENSES:
General and administrative expenses. . . ... .. ..ottt et 12,476 10,079 4,390
Interest eXPENsSE . . . ... . . e 32,500 15,615 —
45,042 25,694 4,390
(Loss) income before equity in undistributed earnings of consolidated
subsiciaries . . ... .. e e (26,146) (3,459) 15,010
Equity in undistributed earnings of consolidated subsidiaries. . ... ... .. 468,984 {156,317) 181,563
NET INCOME (LOSS) . . ..o e e e e e $442 838  3(159,776) $197,173
Other comprehensive income {loss)
Unrealized gains (losses) on investments arising during the year net of
applicable deferred income tax (expense} recovery ............... 3,294 (68,902) (26,963)
Reclassification adjustment for net realized losses (gains) included in net
INCOME . . . . R 28,678 10,223 (10,791)
Other comprehensive income (loss) net of tax. . ... ............. ... 31,972 (58,679) (37.756)
COMPREHENSIVE INCOME (LOSS) .......... .. ... . o, $474,810  $(218,455) $159417

See accompanying notes to the condensed financial statements.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
CONDENSED STATEMENTS OF CASH FLOWS — PARENT COMPANY

for the Years Ended December 31, 2006, 2005, and 2004
(Expressed in thousands of United States dollars)

2006 2005 2004
CASH FLOWS PROVIDED BY QPERATING ACTIVITIES:
Netincome (loss) .. ... ... . . . .. . $ 442,838 $(159,776) $ 197,173
Adjustments to reconcile net income {loss) to cash provided by
operating activities:
Equity in earnings of consolidated subsidiaries . ... ........ ... {468,984) 156,317 (181,563)
Stock COMPEnsation expenses. .. ... ...t 10,805 3079 2,561
Amortization of discount on seniornotes .. ... ... ... .. ... ... 42 — —
Balance due from subsidiaries ... ....... ... ... .. . ... ..... — 1,994 1,717
Other assets. ... ... 3,851 (9,463) 20
Accounts payable and accrued liabilities. . .. ....... ... ... ... (502) 605 93
Interest payable . . .. ... .. ... ... .. ... 16,250 — —
Balances due to affiliates . . .. ..., ... ... .. ... . ... ... (5,000) 3,000 —
Balances due to subsidiaries . .. .. ... ... .. .. . ... .. ... ... 9,543 2473 —
Net cash provided by operating activities . .. ........... ... 8,843 229 20,001
CASH FLOWS USED IN INVESTING ACTIVITIES:
Investment in subsidiaries ... .. .. ... (215,000} — (20,000)
Net cash used in investing activities . ... ................. (215,000) — (20,000)
CASH FLOWS PROVIDED BY (USED IN) FINANCING
ACTIVITIES:
Dividends paid . .. ... ... . . . .. . .. (9.043) (499,800} —
Gross proceeds from initial public offering .. ......... ... ........ 344,080 — —
[ssuance costs paid on initial public offering . .... ... ... .. ... .. .. (28,291) — —
Proceeds [rom issuance of senior notes . ... ... ... ... 498,535 — —
{Repayment of) proceeds from long term debt . . ... ......... .. ... (500,000) 500,000 -—
Net cash provided by financing activities .. .... ... ... ... .. 305,281 200 —
NET INCREASE IN CASH AND CASH EQUIVALENTS. . ........ 99,124 429 1
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR ... ... 459 30 29
CASH AND CASH EQUIVALENTS, END OF YEAR ............ $ 99583 3% 459 30

See accompanying notes to the condensed financial statements.
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ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

‘NOTES TO CONDENSED FINANCIAL STATEMENTS — PARENT COMPANY
{Expressed in thousands of United States dollars, except share and per share amounts)

1. GENEERAL

Allied World Assurance Holdings, Ltd was incorporated in Bermudi on November [ 3, 2001. Oa June 9, 2006,
Allied World Assurance Heldings, Ltd changed its name to Allied World Assurance Company Holdings, Ltd
(“Holdings™ 1. Holdings, through its wholly-owned subsidiaries (collectively. the “Company™), provides property
and casualty insurance and reinsurance on a worldwide basis.

2. SIGNIFICANT ACCOUNTING POLICIES

These condensed financial statements have been prepared in accordance with accounting principles generally
accepted in the United States of America. The preparation of finuncial statements in conformity with accounting
principles gznerally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

The accompanying condensed financial statements have been prepared using the equity method to account for
the investments in subsidiaries. Under the equity method, the investments in consolidated subsidiaries is stated at
cost plus the equity in undistributed earnings of consolidated subsidiaries since the date of acquisition. These
condensed financial statements should be read in conjunciion with the Company’s consolidated financial
statements.

3. LONG-TERM DEBT

On March 30, 2005, the Company entered into a seven-year credit agreement with the Bank of America. N.A.
and a syndicate of commercial banks. The total borrowing under this facility was $500,000 at a floating rate of the
appropriate LIBOR rate as periodically agreed to by the Company and the Lenders. plus an applicable margin based
on the Comwany’s financial strength rating from A.M. Best Company, Inc.

In July 2006, in accordance with the terms of this credit agreement, $157,925 of the net proceeds from the [PO
and the exercise of the underwriters’ over-allotment option were used to pre-pay a portion of the outstanding
principal.

On July 21, 2006, the Company issued $500,000 aggregate principal amount of 7.50% Sentor Notes due
August 1, 2016 (“Senior Notes™), with interest on the notes payable on August 1 and February 1 of each year,
commencing on February 1. 2007, The Senior Notes were offered by the underwriters at a price of 99.707% of their
principal amount, providing an effective yield to investors of 7.542%, The Senior Notes can be redeemed by the
Company prior to maturity subject to payment of a “make-whole” premium. The Company has no current
expectations of calling the notes prior to maturity.

4. SHAREHOLDERS’ EQUITY
a} Authorized Shares

The authorized share capital of Holdings as of December 31, 2006 and 2005 was $10,000. The issued shared
capital consisted of the following:

2006 2005
Comumon shares issued and fully paid, par value $0.03 per share . . . .. 60,287,696 50,162,842

Share capital atend of year .. ....... ... ... ... . ... ......... b 1,809 % 1,505




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

NOTES TO CONDENSED FINANCIAL STATEMENTS — PARENT COMPANY — (Continued)
{Expressed in thousands of United States dollars. except share and per share amounts)

4, SHAREHOIL.DERS’ EQUITY — (continued)
a) Authorized Shares — (continued)

As of December 31, 2006 there were outstanding 30.720.131 voting common shares and 29.567.565 non-
voting common shares.

b) Dividends

In March 2005 the Compuny declared a cash dividend to common sharcholders totaling $499.800. On
November 8. 2006, the Company declared a quarterly dividend of $0.15 per common share payable on Decem-
ber 21, 2006 to the shareholders of record on December 3. 2006. As of December 31, 2006 all dividends have been
paid to sharcholders of record.

5. DIVIDENDS FROM SUBSIDIARIES

As Holdings does not keep significant funds on hand. it may find it necessary (o receive dividends from
subsidiarics to make significant payments. Dividends received from subsidiaries during the reported vears are as
follows:

2006 2005 2004

Dividends received . . .. . $15.000  $17.332  $20,000




ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD
SUPPLEMENTARY INSURANCE INFORMATION
(Expressed in thousands of United States dollars)

Year Ended December 31, 2006

Reserve for

Amortization of

Schedule 111

Deferred Losses Net Net Losses and Deferred Other Net
Acquisition and Loss  Unearned Premiums Investment Loss Acquisition  Operating  Premiums
Costs Expenses  Premiums  Earned Income  Expenses Costs Expenses  Written
Property ... ... $ 17,769 § 892375 $199.133 $ 190,784 § — $114994 § (2247) $ 26,294 § 193.655
Casualty . .. ... 227701 1,873,733 346,350 534,294 — 331,759 30,396 52,809 540,980
Reinsurance . . . 59,8560 870,889 268,314 526,932 — 292380 113,339 26,972 571,961
Corporate . . . .. — — — — 244360 — — — —
Total ........ $100.326 $3,636,097 $813,797 $1,252.010 $244.360 $739.133 $141,448 $106.075 $1.306.596
Year Ended December 31, 2005
Reserve for Amartization of
Deferred Losses Net Net Losses and Deferred Other Net
Acquisition  and Loss Uncarned  Premiums  Investment Loss Acquisition  Opcerating  Premivms
Costs Expenses Premiums Earned Income Expenses Cosls Expenses Written
Property . ... ... $16.683 $1,060.634 $176,752 $ 226,828 $ — % 410265 $ 5685 320261 $§ 170,781
Casualty . ... ... 26,169 1.347.403 334,522 581,330 —_— 430,993 33.544 44,273 557,622
Reinsurance . ... 51.705 797,316 228.817 463,353 — 503.342 104,198 29,736 493,548
Corporate .. .. .. — — — — 178,560 — — — —
Total ......... $94.557 $3.405,353 $740,091 $1.271.511 $178.560 $1.344,600 3143427 $94.270 $1.221.951
Year Ended December 31, 2004
Reserve for Amortization of
Deferred Laosses Net Net Losses and Deferred Other Net
Acquisition and Loss Unearned Premiovms  Investment Loss Acguisition  Operating Premiums
Costs Expenses Premiums Earned Income Expenses Costs Expenses Written
Property ... .. .. $ 28.606 § 589.284 $239.249 § 333.172 § — § 320510 $ 30425 $25503 $§ 308.627
Casualty ... ..., 27.846 1.093.152 355819  636.262 — 436,098 59.507 39.759 669.965
Reinsurance . ... 46,533 354688 200270 356,023 — 256,746 80,942 21.076 394,068
Corporate . . .. .. — — — — 128,985 — — — —
Towal .. ....... $102.985 $2,037.124 $795.338 $1.325.457 $128,985 $1.013.354 $170.874 $86.338 $1.372.660
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Schedule IV

ALLIED WORLD ASSURANCE COMPANY HOLDINGS, LTD

SUPPLEMENTARY REINSURANCE INFORMATION
{Expressed in thousands of United States dollars)

(b) (c) (d) Percentage of
Ceded to Assumed from Net Amount Assumed
(a) Other Other Amount to Net
Gross Companies Companies (a) — (b) + {(¢) (c)Ad)
Year ended December 31, 2006 ... ... $1.,086,290  $352,429 $572.735 $1,306,596 44%
Year ended December 31, 2005. ... .. $1.045,954  $338.375 $514,372 $1.221.951 429
Year ended December 31, 2004 . .. . .. $1,300,077 $335,332  $407.915 $1,372.660 30%

5-7




|
[
I
|
] b
|
‘n
I
|
| 1:
| |
| ]
|
I
i
) ;‘ ‘
;
h l
’ I 4
5 |
: |
| |

! 4 . - |
-‘ lﬁ WORIED :
ASSURANCE CCMPANY




